












se 
RED. 


vember 








THE NEW YORK 


ertified RP... 4 aR. 











THe STATE Society’s GOTH YEAR 


BENJAMIN NEwMAN, Managing Editor 


EDITORIAL BOARD 


Max Biock, Chairman 


Hitton R. CAMPBELL GarLanp C. Owens 
Georce N. FarRRAND Coun Park 

Ricuarp S. HELSsTEIN Murray L. RAcHLin 
ALBERT KRAUTER Samuel J. SHERMAN 








Vor. XXVII Vovember © 1957 No. 





eine President's Page—Leonard Price, C.PiAe occa veces cde owe dcindasscnoseua 741 
¢ The Verification of the Existence of Assets—Donald J. Bevis, C.P.A. ......... 743 
¢ Employer-Financed Medical Payment Plans—Allan A. Bakst, C.P.A. ........++:. 752 
* Conforming Federal and State Taxable Income—/ra J. Palestin .............. 758 
¢ Cost, Expense and Loss—Accounting Terminology Bulletin No. 4 ........0.eeees 763 
¢ Highlights in Current Financial Reporting—J. Sinclair Armstrong ...........:. 765 
¢ Departments— 
Accounting News and Trends—Charles L. Savage, C.P.A. ..cccccccccccccceceeees 724 
An Adirondack View—Leonard Houghton, C.P.A. ..ccccccccccvcccccccvccccceces 731 
hetters tothe, IGMOR  ssbevacsacicccletecsades ence econ dececnvencusededadeuasaea 732 
MOOK: REGIGWS! io iocire orcrsislare.o.o:a1sriw-w:0(0rs sreiecoterbr ere olern ole aleleial Gieie Sina aioe era ce aa atera maar” 736 
New York State Tax Forum—Benjamin Harrow, C.P.A. ......ccccccccccccccccess 779 
Accounting at the SEC—Louis H. Rappaport, C.P.A. ...ccccccccccccccccccccccess 781 
Administration of a CPA Practice—Max Block, C.P.A. ...ccceeccccececceccceees 786 
Pavroll Tas ‘Notes—Samuél SRess: sadacsccccnncecucccsws nce cucecceceseseanenns 788 
Federal Income Tax Notes—Richard S. Helstein, C.P.A. ..cccccccccccccccccccces 790 
aa ail ores mealies <veeo 











Society and Editorial Offices: 677 Fifth Avenue, New York 22, N. Y. 
(Copyright, 1957, by The New York State Society of Certified Public Accountants) 


The matters contained in this publication, unless otherwise stated, are the statements 
and opinions of the authors of the articles, and are not promulgations by the Society. 








Retained Earnings and Terminology 


Is it necessary to disclose on the face 
of the balance sheet that the amount 
designated as “Earnings Retained in the 
Business” has been reduced by transfers 
to capital resulting from stock divi- 
dends, stock splits, restatement of capi- 
tal stock account, etc., although such 
disclosure is not normally made when 
the designation “Earned Surplus” is 
used? The Arthur Young Journal (June 
1957) reports that its Research Depart- 
ment found a wide variety of explana- 
tory terms in current use. 

The procedure recommended is_ to 
designate the balance of earnings re- 
tained in the business by the addition 
of an explanatory phrase such as “ex- 
cluding amounts transferred to capi- 
tal.” The disclosure of the cumulative 
amount transferred to capital from 
earnings retained in the business is not 
considered essential although there is 
no objection to doing so. 


Audit of Union Welfare Fund 


The funds controlled by unions have 
been the subject of much recent com- 
ment and, therefore, J. Malcolm Cole- 
men’s short article on “Union Welfare 
Fund” (The Connecticut CPA, Septem- 
ber 1957) is particularly appropriate. 
Of interest to accountants is his outline 





AccounTING News AND TRENDS is con- 
ducted by Cuarues L. Savace, C.P.A. 
and member of the New York Bar. He 
is presently serving as chairman of our 
Society's Committee on Members in the 
Field of Education. 

Dr. Savage is professor of accounting 
and chairman of the Business Adminis- 
tration Division of St. Francis College. 
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of certain of the audit procedures for 
a fund covering about 10,000 employees | 
and 160 employers. 





1. The fund is audited on a quar. ! 
terly basis and, in addition to ordinary 
auditing procedures, confirmations are | 
mailed to employers on a substantial | 
test basis requesting verification of their | 
remittances during the period under 7 
review. f 






2. In lieu of confirmation with indi- | 
vidual employees, photostatic copies of | 
all remittance reports are mailed to the | 
business agents of the unions involved, | 


rain oe) 


3. Additional audit checks are made 
to ascertain that the hours on the remit. 
tance reports are being properly cred. 
ited to the individual employee. 

4. The quarterly audit report in 
cludes a detailed list of the employers 
and the dollar amount of their remit: 
tance during the period. Because of the 
difficulty of determining the amount due 
from each employer at the statement 


date, receipts may be shown 6n either “ 
a cash basis or an estimated receiv. | “Nat 
able basis, provided, however, that the | %P* 
‘ ; coun 

method adopted is fully disclosed. “B 
widel 

— analy: 
Fee Survey mana 
. «“ : 9 staten 

A booklet entitled “Fee Survey” (Av: “0 
eust 1957) contains a statistical analysis es P 
: : . + — anda 

of a questionnaire submitted to it aon 
members by the Colorado Society of | free p 
CPAs. Its 22 pages contain a number ne 
of graphs and charts which analyze the } then ¢ 
available information in a variety of | #4dy 
interesting ways. Some of the conclu [ qyg y 


sions of the study are worthy of com- 
ment. 

1. About 75% of the firms outside 
Denver plan to raise fees for both 
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"faltonal Accounting Machines return 131% annually 


on our investment!”’ — tHE ursSON COMPANY, Lockport, N. Y. 


“Nationals have been tremendously valuable to us in our 
expanding and complex operations. In fact, National Ac- 
counting Machines return 131% on our investment. 

“Because of their flexibility, our Nationals handle such 
widely different accounting jobs as ledger postings, payroll, 
analysis of sales and commissions, inventory control, and 
management statements. Period closings are on schedule and 
statements are in management's hands a few days later. 

“Our operators learned how to use Nationals in a few hours 


and produce reports with speed 
and accuracy. We are also highly j f lagna 
U 
Pres., The Upson Company 


pleased with National's trouble- 
free performance.” 


In your business, too, National machines will pay for themselves, 
then continue savings as profit. Your nearby National man will 
gladly show how much you can save. 


THE NATIONAL CASH REGISTER COMPANY, barron 9, OHIO 
989 OFFICES IN 94 COUNTRIES 


When writing to advertiser kindly mention The New York 


UPSON PRODUCTS FOR WALLS 
AND CEILINGS: 
Strong-Bilt (water-proofed) Panels 

e Kuver-Krak Panels 

e Striated Panels 

@ 346” Panels @ Easy-Curve Panels 

e All-Weather Sheathing and 
Panels 

e Primed Siding and Soffits. 


“TRADE MARK REG. U.S, PAT. OFF. 


Salona 
ACCOUNTING MACHINES 


ADDING MACHINES « CASH REGISTERS 
wer paper (No Carson Reauinen) 
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existing and new clients while 55% ¢ 
Denver firms plan to raise existin 
clients and 70% to raise new clients, 

2. For all firms, regardless of six 
or location, gross fees from tax wor 
constituted 25% of the total as com. 
pared with 19% for audits, and 20% 
for financial statements issued with , 
disclaimer of opinion. 

3. . Bookkeeping work represented 
over 20% of the gross fees for indivi. 
dual practitioners and medium-size 
firms outside Denver. 

4. In the larger Denver firms, hov. 
ever, audit work produced 38° of the 
total fees and tax work 21%. 


Municipal Accounting 

Accountants who perform municipal 
audits will be interested in two booklets 
published jointly by the League of 
California Cities and the California So. 
ciety of CPAs. These are—“Check List 
for the Audit of the Financial Records 
of a California City” (March, 1956) 
and “Chart of Accounts for California 
Cities” (June, 1957). 

The first booklet should enable the 
auditor to establish adequate auditing 
procedures. As its name indicates, it isa 
check list and not an audit program but 
the topics covered and steps ‘outlined 
are a worthwhile guide. Some of the 
procedures listed would not apply in all 
cases and other audit steps not listed 
might be called for in particular circum. 
stances. The auditor will select those 
steps and do whatever testing and samp- 
ling he deems appropriate in the par- 
ticular situation to enable him to express 
an informed opinion on: 

1. The fairness of financial state: 
ments. 

2. The propriety of accounting prin- 
ciples involved. 

3. The accountability of officers and 
employees. 

4. Compliance with applicable laws. 

The second booklet is designed to 
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bring about a greater degree of uni- 
formity in the fiscal recordkeeping of 
California municipalities with a conse- 
quent improvement in financial admin- 
istration. At present the charts of ac- 
counts used by many cities are too long 


and too complicated because they at- | 


tempt to classify separately every pos- 
sible type of expenditure. The recom- 
mended chart of accounts has been 
designed for all California cities but 
it is recognized that situations not cov- 
ered may require special treatment. 


The explanatory material preceding | 
the listing of the accounts contains some 


seneral suggestions and the following 
discussion of how to handle certain 
types of expenditures is illustrative. A 
problem common to many cities is the 
proper recording of certain activities 


which are partially financed from spe- | 


cial revenue funds as well as from the 


general fund. These expenditures should | 
be recorded in the fund which provides 


the revenues. To facilitate budgeting, 


however, it is recommended that ex- 


penditures for a particular activity be | 


recorded originally in the general fund, 
and that the portion financed by another 
fund be charged to the other fund with 


an offsetting reduction of the original | 


expenditure in the general fund. 
statement purposes the total expendi- 


ture for each activity should be shown | 


For 


in the general fund and a deduction | 


made at the end of 
statement for amounts 


charged to special revenue funds. 


should be 
expenditures 


The CPA and Estate Planning 
The fact that the CPA is an essential 


member of the estate planning team is | 


emphasized in a leaflet distributed by 
the Trust Department, First National 
Bank, Jackson, Mississippi, and re- 


printed in The Mississippi Certified Pub- | 


lic Accountant (Summer, 1957). 


The leaflet points out that estate 


planing covers four specialized fields 
of activity and the planning team should 
consist of a lawyer, a life underwriter, 
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& Auditors 
Agency 


15 East 40th Street 
New York 17, N. Y. 
MUrray Hill. 3-0290 ° 


The 

Employment Agency 
Exclusively for 
Accounting 


Personnel 


Certified Public Accountants 
Senior Accountants 
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Supervising Seniors 
Cost Accountants 
Internal Auditors 
Payroll Auditors 
Accounting Clerks 
Tax Accountants 
Budget Directors 
Field Auditors 
Systems Men 
Controllers 


Treasurers 

















a trust officer and a CPA. The special. 
ized knowledge of the CPA enabies him j 


to find out and correct financial prob.) 


lems of a going business as weil as ty 
advise on its proper future course. The 
CPA can assist in determining the valye 
of any business in the estate and. work. 


ing with the trust officer, can arrive ai | 


an estimate needed for various estate 
taxes. He is of material assistance both 
while plans are being formulated and 
during actual negotiations with the 
taxing authorities. 

This is an excellent example of how 
bankers and accountants can engage in 
a joint public relations activity that 
informs the community of the services 
that each group is prepared to render, 
Size of an Accountant's Practice: 

Credit Grantors’ View 

Bankers are vitally interested in the 
size of the accountant’s practice when 
he submits a report to them on behalf 
of a borrowing client, according to 
Harold R. Jones, Vice President of the 
Bank of Texas, Houston, in his article 
“Professional Independence” (Bulletin 
of the Robert Morris Associates, August 
1957). Bankers are not particularly in- 
terested in the accountant’s actual an- 
nual income, but in the relation of the 
income from the particular clieit seek- 
ing credit to his total income. An ae- 
countant receiving 60% to 80° of his 
income from one client, it is_ stated. 
would not be able to maintain the neces- 
sary independent attitude of mind. SEC 
rules and Rule 13 of the Rules of Pro- 
fessional Conduct, relating to financial 
interest, are cited to support this view 
of the credit grantors. 

Other factors besides the question of 
fee or financial interest that the author 
believes impair the independence of 
accountants are: 

1. Accountant, or members of his 
staff, employed by client either part or 
full time. 

2. Accountant relies on unverified in- 
formation furnished by client. 
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We maintain one of the largest 
active files of Bookkeeping and 
Accounting Personnel. Immediately 
available at no charge to employer. 


For Accounting and Bookkeeping Per- 
sonnel, try the agency you read 
about in the Reader’s Digest: 


MAXWELL 


Employment Agency 
130 West 42d St., NYC 36, NY 
LOngacre 4-1740—Extension 4 
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3. Audit report submitted to man. 
agement differs from report to hank. 

4, Accountant employed employeg 
of client to do detail work. 

5. Agreement between 
accountant indemnifying 
against liability. 

6. Accountant acted as bookkeeper 
for the client. 

































client and 
accountant 


Audits of School Districts 

Those accountants who perform av 
dits of school districts will find a com. 
plete discussion of the practice as fol. 
lowed in Illinois in an article by Ralph 
M. Hogan (The Illinois Certified Public 
Accountant. Summer 1957). Much of 
the material presented is of a general 
nature that would be of value to any 
school district auditor. 

The Superintendent of Public Instrue. 
tion at Springfield, Illinois distributes 
free of charge two publications—The 
School Code of lilinois, and Guide for 
Classification of School Accounts—for 
the guidance of the accountant. In ad: 
dition, Municipal Accounting and Aw 
diting published by the Municipal Fi- 
nance Officers Association of the United 
States and Canada, 1313 East 60 Street. 
Chicago 37, deals specifically in Part 
Three with municipal audit procedures. 

The first section under Part Three 
covers the basis of the agreement 
between the accountant and the mu- 
nicipal body. The second section con- 
tains a statement of audit standards ap- 
plicable to municipal work, and _ the 
third discusses the type of report which 
should be submitted. 

In his preliminary talks with the 
school board, the accountant should be 
quite specific in outlining the scope of 
his audit. A detailed audit of ever) 
transaction is unnecessary hui, on the 
other hand, the audit car.aot be limited 
to a short period or one fund. In the 
absence of unusual conditions a “limited 
general audit” as defined in Municipal 
Accounting and Auditing is the type 
that should be performed. 
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An Adirondack View | ACCOUNTS 
The AAM of the AMA began its | RECEIVABLE 
fight the first of October. It is big for | FINANCING 
a satellite but there was jet power to | 
push it off for a good start. This was | We will provide a revolving financ- 
easier because it keeps its feet on the | ing plan for your clients on a low- 


ground instead of going round-and- | rate, non-notification basis. 


in the air beyond the clouds. ; , 
ey = Oe ee ee oe Sone | Call today—we'll meet with you and 


The Academy of Advanced Manage- | : 
ment (AAM) was organized this year | YOUF Client and work out a plan to 


by the American Management Associa- | meet their individual requirements. 


tion (AMA), after the Trudeau San PRUDENTIAL 


facilities, here in Saranac Lake, were 


acquired. All summer we natives have | CAPITAL CORP. 
mostly gone without plumbers, elec- | 60 EAST 42ND ST., NEW YORK 17, N. Y. 
triclans, painters and carpenters so that | MURRAY HILL 7-7680 
the San buildings could be changed EXECUTIVES 
into AAM buildings. x 
Morris P. Arnoff 
A week after the Advanced Manage- 
fe a Leo R. Heyman 
ment Course started, the Decision-Mak- ‘Sialic: Ganiniiin 
ing Course started. The IBM 650 wee Member of Association of Commercial 
greased, oiled—and cooled. The string | Finance Companies, Inc. 
of course lecturers started coming, and 
included CPA Arthur Toan. 
Years ago businesses had to have 
ofice boys—now they have to have | 
CPAs—well, at least one. 











LEONARD Houcuton, CPA | 
Saranac Lake Branch of | 


the “Adirondack Chapter.” | 
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Letters to the Editor 


The Scope of Management Services 


May I offer the following comments 
relative to the well-written evaluation of 
management services by Charles Law- 
rence in his article entitled “Manage- 
ment Services and the Accounting Pro- 
fession” which was published in the 
October 1957 issue of The New York 
Certified Public Accountant. 

For a number of years (before the 
current publicity relating to manage- 
ment services) certain progressive CPA 
firms had systems departments, whose 
work also included cost accounting and 
factory layout revision. Some CPA firms 
have long specialized, or employed spe- 
cialists, in hotel, retailing, stock broker- 
age, bankruptcy, decedent’s estate work 
and other fields. 

I see nothing wrong or dangerous in 
an accounting firm accepting any of the 
foregoing assignments provided they 
can be properly handled and supervised. 

However, I would agree with Profes- 
sor Lawrence that extending manage- 
ment consultation and services to in- 
clude “safety and health programs,” 
“conducting market research,” or “pack- 
aging methods” would represent a dilu- 
tion of public accounting services rather 
than a proper extension thereof. If the 
profession is going to enter all fields 
which serve or service business entities, 
it will be difficult to maintain standards 
of professional work, and the problems 
of proper control and regulation of 
public accounting practitioners will be 
multiplied. 

The more knowledge each CPA pos- 
sesses, the greater will be his value to 
business. But, in my opinion, this value 
can best be exercised in a supervisory 
or reviewing capacity, rather than by 
making detailed surveys relating to 
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marketing, research, insurance, eq) 


ployee training and other fields, whidf 


are already properly serviced by noy| 
CPA specialists. 

STEPHEN CuHan, (Pj 

New York, N. } 


Accounting Principles and Procedures 
of Philanthropic Institutions 


Members of the New York Sta 
Society of Certified Public Accountans 
will be interested in the lately publishei 
results of a survey on the recording ani 
reporting of the financial transactions ¢ 
philanthropic institutions. The repor. 
entitled “Accounting Principles and Pw. 
cedures of Philanthropic Institutions,” i 
written by Louis Englander, C.P.A. 
partner of Apfel and Englander, C.P.A\s 
and former instructor in accounting a 
the City College of New York. Dr. 
Emanuel Saxe, Dean of the Bernard | 
Baruch School of Business and Publi 
Administration in the same colleg: 
served as special consultant in the pro 
ject. 

Compilation of the technical, study, ii 
progress over a year, entailed the anal: 
ysis of financial reports of hundreds of 
eleemosynary organizations and rount: 
table discussions with financial officials 
of many of them. The stated goal of the 
research was to assist in “the establish 
ment of uniform accounting principle 
and procedures which will make fina 
cial reporting more useful to the institu 
tions themselves and to the general pub: 
lic.” 
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The 52-page report distinguishes the 


accounting problems of non-profit agen 


cies from those of business establish 
ments organized for profit, reviews pre 
vailing techniques of recording and te 
porting and sets forth recommended 
practices. It accents the significance of 
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the budget, both as a compendium of a 
agency’s needs and plans and as an in, 
plicit pledge that contributed funds wil 
be distributed in accordance therewith, 
The monograph underlines the urgency 
of separating contributions into those 
received for the general purposes of ay 
agency and those contributed for a spe. 
cial use or purpose, and stresses the in. 
portance of public reports on both classi. 
fications. Specific problems explored in. 
clude the treatment of fixed assets and 
special types of contributed income as 
well as the segregation of costs and ex. 
penses so as to differentiate disburse. 
ments for philanthropic projects from 
those required to implement such pur. 
poses. These latter expenditures are 
grouped in three major categories: fund- 
raising; public information and educa- 
tion; and administration. 

A final chapter, captioned “A For. 
ward Look,” states: “There is sufficient 
agreement in the major areas of record- 
ing and reporting to conclude that a 
statement of generally accepted account 
ing principles for philanthropic institu. 
tions can be formulated. The necessity 
for continued study is recognized.” It 
is proposed that a committee of public 
and private accountants should engage 
in a further “testing of the principles” 
suggested in the report and a continuing 
search for uniform terminology. 

D. Paul Reed, Executive Director of 
the National Information Bureau, fact- 
finding agency with respect to philan- 
thropic organizations, stated: “This 
study will not solve all our problems but 
it represents an excellent forward step 
and an agenda for next steps.” The in- 
quiry is a “vitally important pioneering 
job” in the view of Albert E. Brown- 
bridge, former director of the Contribu- 
tors Information Bureau. 

Copies of the report, priced at $1.50, 
are obtainable from the New York Com- 
munity Trust, 71 Vanderbilt Avenue. 


Ratpu Hayes, Director 
N. Y. Community Trust 


New York, N. Y. 
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Tax Department Amenities—Foreign 
Version 

In our day-to-day activities repre- 
gnting clients before the various tax 
departments on the local, state, and fed- 
eral levels, we endeavor to deal with 
the taxpayer and the tax collectors in 
4s fair a manner as we possibly can. 
\t times our clients may feel that they 
are not given a reasonable interpreta- 
tion of the law as it may affect them; 
then again, the governmental repre- 
yntative may be more than cooperative. 
In all of these relationships the human 
relations aspect is constantly at play. 

A client of mine, who is a resident of 
Basle, Switzerland, recently sent the en- 
dosed letter to my office. He thought it 
might be interesting to an American 
practitioner to learn how a foreign tax- 
collecting agency deals with its tax- 
payer's. 

I am sending it to you with the 
thought that it might be of interest to 
the readers of our publication. The fol- 
lowing is a free translation. 
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199 MADISON AVE., NEW YORK 17 


IELERBPONE: O.XFORD 7-227 








We are glad to note that you sent in your 
Income Tax on time. In the rather compli- 
cated situation in which you are in respect 
to taxes, an attitude on your part is shown 
which merits an appreciation, since our task 
has been lightened. 


We permit ourselves, therefore, to express 
our sincere thanks, especially since we have 
to warn others who are late. 


Due to pressure of work, we cannot do this 
every year. However, we thank in advance, 
if you will do likewise in the future. 

Leo L. Tauritz, CPA 
New York, N. Y. 


Bank Confirmations 


I recently received a bank confirma- 
tion on which appeared a stamp placed 
by the bank as follows: 


PRIVATE AND CONFIDENTIAL 


The statements in this report are only 
opinions furnished in response to your in- 
quiry, solely as a matter of courtesy, for 
your own use in strict confidence. You ac- 
cept this report upon the condition that 
neither this bank nor any member of its 
staff shall be responsible for the accuracy 
of such opinions, nor under obligation to 
notify you of changes affecting such opin- 
ions. 


It seems to me that if banks are to 
require audited financial statements 
from their clients, they in turn should 
be willing to assume a greater degree of 
responsibility than is displayed by this 
obvious qualification. 


Nott E. Jonnson, CPA 
Binghamton, N. Y. 


City Excise Taxes and 
Insolvency Procedures 
Our office wishes to thank you for the 
publication of the article by Louis A. 
Sachs on insolvency procedures (May 
1957 issue). We believe that it will be 
very helpful to all of the members. of 
our staff engaged in this field, and we 
are making it required reading for 
everyone. 


Leon I. Rapin, CPA 
New York, N. Y. 


1957 When writing to advertiser kindly mention The New York Certified Public Accountant 735 








Statistical Sampling for Auditors 
and Accountants 

By Lawrence L. Vance and John Neter. 
Joun Wirey & Sons, Inc., New York, 
N. Y., 1956. Pages: x + 310; $9.00. 


The realization that the auditor’s 
“test” is a sampling procedure and as 
such is subject to the same type of ap- 
proach, the same criteria, and the same 
type of problems as in other fields, is 
now receiving increased recognition. 

It is only in the last few years that 
the auditors have come to the realization 
that they should restudy their methods. 
This question as to the desirability of 
the subjective approach has been re- 
flected in a rash of literature dealing 
with the problem—almost entirely in 
the form of articles in professional pub- 
lications. A further indication of the 
interest among accountants in this area 
may be seen in the formation of com- 
mittees by the American Institute of 
Accountants and the New York State 
Society of Certified Public Accountants 
to examine the problem. The greatest 
handicap in this field has been the lack 
of appropriate books which would ex- 
plore the problem extensively, provid- 
ing the working auditor with suflicient 
knowledge of the statistical theory and 
methods of application so as to make 
possible the use of these modern tools. 

This new volume is an attempt in this 
direction. From a statistician’s view- 
point, this book represents an admirable 
summary of sampling theory together 
with some illustrations of applications 
to auditing and accounting problems. 
However, considering objective, 
namely the development of the auditor’s 
knowledge and understanding to the 
point that the technique may be applied 
to auditing checks, the volume does not 
seem to be adequate. 

In the preface the authors make the 
forthright but very disappointing state- 
ment that, “As yet, the limited experi- 


its 
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ence in the application of statistic 


sampling to auditing has not indicat} 
in a definitive manner how these af 


diting formulations should be mace j: 


order to provide significant result’ 
They then proceed to state that, “Thif 


book is not, therefore, a handbook tel. 
ing the reader ready made ways ; 
which statistical sampling technique 
can be applied to any specific auditin: 
or accounting problem.” They then ob. 


serve that, “We hope that this book wil 


encourage auditors and accountants tj 
experiment with the application of ss 
tistical sampling techniques so that ; 
broad body of practical experience in 
this field will be developed.” 

While the ultra conservative mich 
applaud this purpose, the stated objec 
tive does give rise to the question as t 
the desirability of such a cautious ap 
proach. While it is true that man 
problems confront those attempting the 
application of statistical sampling ti 
auditing operations, the same difficult 
was encountered in other fields wher 
authors firmly confronted the problem 
and evolved recommended approaches 
while not attempting to solve all prob 
lems. A “do-it-yourself” book which 
presents the _ statistical — techniques 
together with the admonition that the 
accountant must develop his own ap- 
proach to the problems is not the most 
effective contribution. The authors have 
missed a golden opportunity to advance 
the field several years by a bold ap- 
proach together with specific recom: 
mendations. 

The literature of the field to this 
point has emphasized the “acceptance 
sampling” approach which has been 
borrowed bodily from the field of ste 
tistical quality control as applied in the 
factory. The other areas of statistical 
sampling have largely been overlooked. 
The desirability of acceptance sampling 
as the technique to be used in auditing 
has been subjected to little critical ex 
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amination. Yet it is quite apparent to 
ihe statistician that this technique is not 
appropriate in many, if not in the ma- 
jority of auditing applications. The 
yse of estimation sampling methods and 
other forms of sampling techniques may 
yell provide more useful techniques. 
In line with past literature, Vance and 
Neter place major emphasis on the ac- 
eptance sampling methods with con- 
siderable space devoted to an analysis 
of existing acceptance sampling plan 
tables, such as those published by the 
Department of Defense. Yet these ex- 
isting tables are generally inappropriate 
for the auditor’s use for a variety of 
reasons Which are not emphasized by 
the authors. If the auditor is to use 
the acceptance sampling techniques, 
new tables of sampling plans must be 
developed. 

Much less space is devoted to the 
methods of estimation sampling. This 
technique contrasts with that of accept- 
ance sampling by providing an estimate 
of the relative frequency of the occur- 
rence of errors or of their total or aver- 
age magnitude rather than a mere de- 
cision to “accept” or “reject” as in ac- 
ceptance sampling. Yet this promises 
to be a more fruitful approach to many 
of the accountant’s problems. 

In a section entitled “Auditing for 
Fraud,” Vance and Neter dismiss, after 
brief discussion, a technique for deter- 


nination of sample sizes which will 


provide a desired degree of insurance 
hat at least one error will be disclosed 
inthe sample, if it exists with a certain 
ninimum frequency. The dismissal is 
iased on the grounds that “the major 
purpose of the audit is not to look for 
fraud . . Without challenging this 
mclusion, the question may still be 
raised as to whether this method might 
ievertheless be fruitful in discovering 
«amples of failures to adhere to in- 
mal control systems and other ex- 
amples of errors that might cast doubt 
m the system or, for that matter, the 
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validity of the financial statements. 

The cases of application of statistical 
methods to auditing and accounting 
problems described in this book are 
both useful and provocative. The sec- 
tion on controlling the accuracy of 
clerical work will be of great interest 
to the internal auditor. All of the tech- 
niques the auditor might use are dis- 
cussed in this book. However, in spite 
of the statement by the authors that 
the book is written on the assumption 
“that the reader will have had relatively 
little previous training in statistics and 
practically none in the field of statisti- 
cal sampling.” the average auditor who 
has not had formal training in this field 
will find the volume to be difficult 
reading. 

There is every indication that in the 
not too distant future, statistical samp- 
ling will be widely used and perhaps 
will be the “accepted” approach. To 
provide the necessary understanding 
and the appropriate working tools, 
books which will provide various types 
of sampling tables designed for auditing 
use, together with better oriented dis- 
cussions of the techniques, will be de- 
sired. There is no easy way out. We 
cannot merely borrow methods used in 
other fields. The design must be ap- 
propriate to the application. Account- 
ants and statisticians working together 
will provide the means. To accomplish 
this, the interest of accountants in sta- 
tistics must be developed, while the 
statisticians must become interested in 
the specialized problems of auditing. 

In spite of the above criticism, this 
volume must be considered an outstand- 
ing contribution in a relatively new 
field. It will accelerate its development 
considerably. HERBERT. ARKIN 
Professor and Supervisor, 

Business Statistics Division, 
Baruch School of Business and 

Public Administration 

The City College of New York 
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BUSINESS OPPORTUNITIES BUSINESS OPPORTUNITIES r 

Mail and Telephone Service, desk provided Northern New Jersey, CPA, N.Y., N.j As 
for interviewing, $6.50 per month, directory 43, extensive experience, established offce§ ? 
listing. Modern Business Service, 505 Fifth desires merger or branch arrangements wif 
Avenue (42nd Street). larger firm for mutual benefit. Box 1270, - 
sta’ 

Justin Jacobs, Peter P. McDermott & Co, _. : ‘ lect 
investment information, portfolio analysis, no Office ag? Rent, gre ge - L, rare op Sui 
charge for these professional services. DIgby portunity for CPA, beautifu offices. in shop cou 
4-7140, 42 Broadway, New York 4, New York. ping center, 800 car parking. Call Kan, cP 
TUrner 8-1683. { 

Statistical Typing, IBM typography, offset a 
st peng Lexington Avenue, CPA, grossing $50,000 annually with smal 4¢ 
17, Plaza 5-6432. staff, interested in associating with prac§ y,' 
CPAs, N.Y., N.J., Conn, W.Va. AICPA,  titioner similarly situated. Box 1271. por 
established over 20 years, heavy taxes, man- wit 
agement (IE, MBA), substantial cash, seek Small Private Office, midtown, $50.00 pe 5o 
practice, accounts. Box 1263. month. LOngacre 3-6526. a 


Practice Wanted, substantial terms, know- 
how offered overburdened or retiring prac- CPA, Nassau-Suffolk practice, gross $25,000, i 
titioner, CPA, N. Y., N.J., AICPA, IE, MBA. wishes to associate with practitioner or larger 
Sox 1264. firm for mutual benefits and potential. Boy 
Attorney-CPA, over 40, exceptional back- aie 
ground, seeks association with CPA, or CPA- (CPAs, 2, members N.Y. State Soc siety and 
attorney wherein professional backgrounds, AICPA, modest practice, extensive accoun 
ability and experience of writer can be fully jing prs apenas experience, desire purchase o/ 
utilized, will purchase interest. Box 1265. established practice or association with prac- 
titioner looking towards eventual retirement. 


CPA, AICPA, former partner small national capital available. Box 1978. 


firm with top level experience desires pur- 
chase of accounts or practice, New York 
area, prefer practice of about $50,000 gross, 
have profitable practice of about $40,000 and 
adequate cash capital, greatest tact and 
diplomacy, replies will be held in strict con- Attorney-CPA, mature, top level experience, 
fidence. Box 1266. seeks association with overburdened or retir- 


‘Dp, ts : , : boar ing practitioners, percentage or purchase in- 
CPA, with self supporting practice in L. I. cect, tee ee. 


will join with younger practitioner in similar 
position for the purpose of growth, economy 
and thought of retirement. Box 1267. CPA, attorney, 33, $12,500 gross, experienced 
lee : : : managing larger practice, wishes to associate 
N. Y. City CPA Firm seeks a CPA of prin- with CPA or’ CPAs oe of importance of 
cipal caliber with a practice and with some strong organization progressively _ oriented. 
available time, partnership opportunity, state Box 1277. i 
particulars which will be treated confiden- 


ey ee ae CPA, with extensive public accounting and 
Small Office Space, private, midtown, tax experience, grossing $15,000, seeks patt- 
nicely furnished, telephone and all facilities nership or other association with over 
available, quiet environment, very low rental. burdened or retiring upstate practitioner or 
CH 4-4744. firm. Box 1280. 


CPA, desires office, preferably in midtown 
Manhattan. Box 1275. 
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SITUATIONS WANTED 
{mmediately Available, accountants, office 
managers, bookkeepers. Bookkeepers & Ac- 
countants Division, Maxwell Employment 
Agency, 130 West 42nd Street, N. Y.C., tele- 
phone LOngacre 4-1740. 

(PA, age 32, 7 years diversified large and 
emall firm experience, seeking per diem work. 
Box 1256 or WO 4-4368. 

(PA, age 33, 14 years diversified public ac- 
counting and tax experience, seeks supervis- 
ory position with potential growth. Box 1257. 
(PA, 20 years diversified public accounting 
experience will service accountant’s clients 
upstate. New York, daily or job basis. Box 
1258. 

Assistant Comptroller, CPA, law degree, 
presently employed, seeks better opportunity, 
over 29 years diversified experience, public 


and private, office management, financial 
statements, internal controls, credits and col- 
lections, taxes. Box 1259. 


Suffolk County Accountants, senior ac- 
countant seeks per diem employment with 
CPA on Suffolk County audits, will work in- 
dependently and follow audit programs with- 
out supervision. Box 1260. 
Accountant-Attorney, age 28, 114 years 
\.Y.C. Bureau of Excise Taxes, seeks op- 
portunity to acquire federal tax experience 
with tax department, public or private firm. 
Box 1261. 


CPA, Society member, 30, single, nine years 
diversified public accounting experience. 
seeks challenging position in public or pri- 
vate accounting, minimum salary $8,000. 
Box 1262. 

Full Charge Bookkeeper, desires home: 
work, 10 years experience, will pick up and 
deliver work. AS 8-6495. 


Tax Attorney, female, ten years with CPA 


firm, experience research, preparation re 
turns, protests, Federal, State, local, $6,500 
Box 1269. 


Part-time, CPA, Society member, small own 
practice, 15 years diversified experience, in- 
cluding taxes, available per diem or job 
basis, 10 days monthly or less. Box 1274. 


CPA, MBA, honor graduate, Society mem- 
ber, young, six years diversified national and 
small firm experience, desires position with 
partnership possibilities. Box 1278. 


CPA, with long audit and tax experience. 
desires part-time connection, can give full 


time in heavy audit and tax periods, no con- 
flicting activity, compensation moderate. Box 
1279. 


Comptometer Operator, desires per diem 
work several days a month, 12 years CPA 
experience, all operations, hours 10-4:30. 
Box 1281. 
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The President's Page 


The Chapters 


This Page is being written shortly after the conclusion of a 
series of trips to the upstate chapters which constitute the 
annual officers’ visitation. Seven strong — president, first vice- 
president, secretary, treasurer, executive secretary and chair- 
men of the Committees on Chapter Operations and Chapter 
Expansion — we made the rounds of Binghamton, Syracuse, 
Albany, Rochester and Buffalo. Many impressions are still 
fresh in my mind. 


Uppermost is the cordial hospitality which was extended 
to all of us, not only by the chapter officers but as evidenced by 
the excellent attendance at the meetings. I cannot but again 
express publicly our thanks for the warm welcomes. 


Next was the keen desire on the part of the chapters to 
serve both the Society and the profession. Wherever we went 
we were met with the question, “What can we do to help?” 
Our chapters evince a strong identity with the Society, a sin- 
gleness of purpose, and a desire for guidance so that they may 
do the right things to further our mutual interests. Within 
themselves there is an awareness of their strength and the will 
to use it; no uncertainty, no doubt, no vacillation mar their 
approach to the future. 


Impressive too was the excellent planning as evidenced both 
by the meetings which have been arranged and the programs 
of the several chapter committees. My predecessors and I have 
told the chapters that one of their most important contributions 
is in the field of public relations. That they have heeded this 
counsel is proven by the many meetings arranged with attor- 
neys, bankers, creditmen and others. Indicative of the progress 
of the chapters in this area of our activities is the fact that 
this year our Public Relations Clinic will be held in Rochester 
on November 16th. A most interesting program has been 
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arranged by Don Margolis, acting on behalf of the Public 
Relations Committee headed by Dave Zack. 


On our visits to Rochester and Buffalo we attended lunch- 
eons to which local legislators were invited. We were thus 
afforded an opportunity to apprise them of our regulatory 
legislation program and to hear their reactions. We made 
many friends among them. At Syracuse we lunched with Sen- 
ator Wheeler Milmoe and enlisted his support. We took advan- 
tage of the opportunity to tell the chapter members of our 
present plans regarding regulatory legislation and to point out 
how they may help. Thus did the chapters enable us to launch 
this most important program, details of which I intend to 
present in my next President’s Page. 


In their internal operations too, the chapters were most 
impressive. Committees have met and plans for the current 
year are well under way. Of particular interest were the 
arrangements already consummated, those in process, and 
those just beginning, to provide machinery to help members 
who because of ill health cannot carry on their practices, and 
to guide widows or heirs of deceased members in preserving 
and disposing of the decedents’ practices. Variously described 
as “emergency assistance” and “continuity” programs, they all 
are promulgated with the guidance of our Committee on Con- 
tinuity of Practice of which Albert Krauter, one of the first 
to interest himself in this field, is chairman. 


Although they may not have realized it, the chapters prob- 
ably told us more than we them. Not always by word of mouth, 
not always intentionally, and not always with an awareness of 
our keen interest, did they inform us of their objectives, their 
activities and their plans. The superb performance of the 
upstate chapters included in our annual visitation, is equalled 
by our other chapters, Richmond, Nassau-Suffolk, Westchester 
and Mid-Hudson. No one chapter can be singled out for special 
commendation. All are cooperating in a unified and inspired 
effort to advance the interests of the public, the profession and 
the Society. 


LEONARD PRICE, 
President 
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The Verification of the 


Existence of Assets 


By Donato J. Bevis, C.P.A. 


In reviewing the fundamental principles and auditing techniques appli- 
cable to the verification of assets, the author concerns himself with such 
practical considerations as the time of confirmation and inventory 
observation, alternative procedures and use of independent experts. 


Introduction 


The ultimate objective of the auditor 
in the ordinary examination of the an- 
nual accounts of an enterprise or in an 
investigation of special matters is the 
expression of an informed opinion or 
conclusion on the financial statements 
of the enterprise or on the matters un- 
der investigation. 

This paper deals with the problems or 
questions that are encountered in that 
phase of the examination or investiga- 
tion relating to the verification of the 
existence of assets. The word “verifica- 
tion” is used hereafter not in the sense 
of “proving something to be true” or 
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of “establishing the ¢ruth of something,” 
but in the auditor’s accepted sense of 
establishing or proving the general fair- 
ness of the matter under investigation 
by relying upon a system of carefully 
devised testing. 

For the purpose of this discussion it 
is presumed that the auditor is a profes- 
sional man and conducts himself in ac- 
cordance with the ethics and standards 
of his profession. The generally ac- 
cepted auditing standards (as distin- 
guished from auditing procedures) of 
independent certified public accountants 
in the United States require that the 
examination or investigation be per- 
formed by a person having adequate 
technical training and proficiency as an 
auditor, that in so far as the assignment 
is concerned he maintain an independ- 
ence in mental attitude, and that he 
exercise due professional care in the 
performance of his work. In perform- 
ing the examination it is essential that 
the work be adequately planned and 
supervised; that there be a proper study 
and evaluation of the existing internal 
control for the purpose of determining 
the extent of the audit tests to be per- 
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formed; and that sufficient competent 
evidential matter be obtained through 
inspection, observation, inquiries, and 
confirmations to afford a reasonable 
basis for an opinion. 


Audit of Annual Accounts 


The principle has been established 
that the financial statements upon which 
the auditor is reporting are the repre- 
sentations of management. Manage- 
ment has the direct responsibility for 
the maintenance of an adequate and 
effective system of accounts and for 
safeguarding the assets. The auditor’s 
representations are expressed in his re- 
port or opinion, which reflects his per- 
sonal judgment as to the general credi- 
bility and fairness of the statements. 
His examination is not designed and 
cannot be relied upon to detect defalca- 
tions and other similar irregularities, 
particularly those that involve collusion. 

It is important to recognize at this 
point that the auditor, in connection 
with his examination of the annual ac- 
counts, usually is asked to give his 
opinion on the income statement, as well 
as the balance sheet. Therefore, in de- 
termining the procedures to be followed 
in the verification of the existence of 
assets, appropriate consideration must 
be given to all aspects of the examina- 
tion, and not to the balance sheet alone, 
and to the fact that some audit proce- 
dures are designed to test the validity 
of figures in both statements. 

The auditor in rendering the usual 
opinion on the financial statements does 
not state that he has made an exact and 
complete verification of the figures on 
the statements. The objectives of an 
audit do not require such an extensive 
scrutiny. Furthermore, it cannot be 
presumed that the figures should be 
exact figures. Accounting values of 
most items in financial statements can- 
not be determined exactly. They are 
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subject to many variable factors. includ. 
ing accounting conventions, industry 
practices, and judgments of individual, 
The determination of those values als 
is often complicated by the inability to 
measure exactly the physical volume or 
quantity of the assets. 


The auditor’s opinion is the opinion 
of an expert in accounting and auditing, 
based upon an adequate examination 
for the purposes required of the under. 
lying data. The scope of his examina 
tion takes into consideration, and its 
extent will vary in accordance with, the 
materiality of the separate items in, or 
affecting, the financial statements and 
the relative degree of risk of occurrence 
of material inaccuracies. Since the fair. 
ness of the financial statements will be 
more seriously affected by a misstate. 
ment of a material item, a_ relatively 
greater amount of evidential matter 
must be examined or tested in support 
of a material item than would be nee: 
essary in support of an immaterial item. 
Greater attention must also be given to 
those items or spheres of activity in 
which material error or fraud could be 
expected to exist, in contrast with those 
items which are least susceptible to 
error or fraud. 


The auditor need not, except in the 
most unusual case, make a detailed au- 
dit of all transactions. The nature of 
the audit procedures employed and the 
extent of the tests of the records and 
selected transactions are a matter of 
judgment and will depend to a large de- 
gree upon his appraisal of the adequacy 
of the system of internal control. One 
of the principal purposes of internal 
control is to minimize the possibility 
of error or irregularity. The more ade- 
quate and effective the system, the less 
extensive the amount of testing that is 
required. Where internal control is lim- 
ited or restricted, a more comprehensive 
audit and a greater amount of testing 
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will be required. Ordinarily, the small 
concern will have a weak system of in- 
ternal control, the medium sized con- 
cern will have an adequate system, and 
the large concern will have an extensive 
system. The system of internal control 
of the large organization is usually typi- 
fied by the existence of some degree of 
internal audit. 

In summary, therefore, it can be 
stated that the nature and extent of the 
specific audit procedures to be employed 
in the verification of the existence of 
assets depend upon: (1) the materiality 
of the item to be audited, (2) the prob- 
ability of finding material inaccuracies, 
and (3) the evaluation of the system of 
internal control, including the methods 
followed by the enterprise in physically 


controlling and accounting for the 
assets. 
Investigations 


In a special investigation the audit 
procedures to be employed will depend 
upon the character and purpose of the 
examination and the type of report de- 
sired from the auditor. The nature and 
extent of these procedures may vary 
for several reasons from what would be 
required in the examination of the an- 
nual accounts. In the first place, the 
purpose of the examination may dictate 
that different procedures be employed. 
Secondly, a greater or lesser degree of 
assurance on the part of the auditor 
may be required, with a consequent ex- 
pansion or reduction in the audit pro- 
cedures employed and the extent of their 
application, depending again upon the 
purpose of the examination and the 
expected results. Further, in a special 
investigation the auditor usually is re- 
stricted to a specific item or one phase 
of the operation of an enterprise. Be- 
cause of this limitation and the resultant 
inability to obtain reasonable knowl- 
edge of the whole, he is in a less favor- 
able position to form an opinion on the 
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adequacy of the system of internal con- 
trol, and he is not in a position to bene- 
fit from the knowledge he obtains from 
other audit procedures and tests that 
would be performed in the examination 
of the annual accounts. Hence, the audit 
procedures employed may have to be 
more comprehensive, and the extent of 
his tests of the item or phase of the 
operations may have to be greater than 
might otherwise be necessary in order 
to give him the assurance he requires 
to render the expected opinion. 

In any event, if the investigation in- 
volves the issuance of a report by the 
auditor, the substance of the generally 
accepted auditing standards mentioned 
previously in this paper still applies. 


Types of Assets 


Irregularities due to fraud or dishon- 
esty are more apt to occur when the 
asset is readily accessible and mobile, 
has a relatively high value, and is easily 
negotiable or convertible into funds. 
Assets that have these characteristics 
include the following: 

1. Cash—which ordinarily can be 
used by the abstracter without major 
difficulty of conversion. 

2. Marketable securities and other 
negotiable instruments—which are read- 
ily negotiable without endorsement into 
cash or its equivalent. 

3. Stocks of raw materials, work-in- 
process, and finished products—the use 
of which by fraudulent conversion de- 
pends upon their ready marketability or 
use by the possessor. 

4. Certain types of machinery and 
equipment, furniture and fixtures, etc.— 
which have the same characteristics as 
the inventory items mentioned above. 

5. Bank account balances, receiv- 
ables, and certain securities—the im- 
proper use of which requires only 
fraudulent endorsement or forgery. 
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It is to these types of assets that 
greater auditing attention and more 
extensive tests need be applied in order 
to assure the auditor that, as of the 
date of the annual accounts or investi- 
gation, there is a reasonable presump- 
tion of the existence of these assets. It 
will be observed that the greater risk 
generally lies in items that are classified 
as current assets, as distinguished from 
fixed assets. It is also to be noted that 
the greater risk lies in items that have 
a higher turnover and can more easily 
be substituted. There usually is little 
exposure in fixed assets with little or 
no turnover, and which normally cannot 
be substituted, such as land and build- 
ings or intangibles. 

The probability of bookkeeping er- 
rors also has some relationship, if it 
does not vary directly, with the rate of 
turnover. The larger the number of 
bookkeeping entries required, the great- 
er the statistical chance for error. Book- 
keeping and accounting errors also may 
arise out of incompetence, inattention, 
or improper supervision. The auditing 
procedures employed should take these 
factors into consideration. 


Audit Techniques 
I 


The techniques that the auditor fol- 
lows in the verification of the existence 
the examination of the 
annual accounts or in a special investi- 
gation, can be summarized as follows: 

l. Analysis and review of data in 
the company’s files and records and 
data obtained by the auditor in the 
course of his examination. 

2. Observation of accounting and in- 


of assets, in 


ternal control procedures. 

. ; : vm 

3. Inspection of physical assets, doc- 
uments, and other supporting evidence. 

4. Confirmation of items shown on 
the records by direct communication 
with an authoritative person in a posi- 
tion to verify the items. 
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5. Inquiry of officers and employees, 


legal counsel, ete. 

6. Computation of figures in the rec. 
ords or books of account. 

In the majority of cases each of these 


techniques must be applied before the | 


auditor can obtain satisfaction as to the 
general fairness of any item under in. 
vestigation. For example, with respect 
to stocks of raw materials, work-in. 
process, and finished products, the audi. 
tor will have to analyze and review data 
pertaining to the purchasing, receiving, 
and accounts payable departments to 
satisfy himself that the company has 
title to the inventory. He will have to 
observe the procedures followed in tak- 
ing physical inventories and inspect se- 
lected items. Often he may have to 
obtain confirmation as to inventory be. 
longing to outsiders or out on consign- 
ment, and he will make inquiry of 
officers and employees as to obsolete 
and excess inventory items. Tests will 
have to be made of the arithmetical 
accuracy of the inventory prices, exten- 
sions. and tabulations. 

It is the composite knowledge that 
the auditor obtains from all required 
procedures and tests that enables him 
to express an opinion on the matters 
under investigation. He does not rel) 
completely upon any single procedure. 
such as physical stocktaking. 


Physical Stocktaking 


The presence of the auditor during the 
time of physical stocktaking usually pro- 
vides the best independent means of 
verifying the accuracy of balance sheet 
items. Without having the knowledge 
that comes from direct contact with 
physical stocktaking, the auditor is not 
in a position to appraise whether the 
procedures are good and should result 
in a reasonable determination of the in- 
ventory for accounting purposes. He 
must rely, otherwise, on representations 
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of management of the company and the 
people directly responsible for taking 
the inventory. His observation of the 
procedures followed and inspection of 
selected items give him some direct as- 
surance as to the bona fides of the in- 
ventory. 

Physical stocktaking provides a check 
on the reliability of the accounting pro- 
cedures and costing techniques through 
a comparison, with all of its ramifica- 
tions, of priced physical inventories or 
physical quantities with the inventory 
amounts shown by the accounting 
records. The correctness of interim 
fnancial statements of an enterprise (or 
the year-end statements if physical in- 
ventories are taken in advance of the end 
of the year) depends to a major extent 
upon the accounting and cost procedures 
employed to produce them. 


Physical stocktaking, by developing 
and pointing out differences, is thereby 
a means of checking and proving the 
adequacy of internal organization and 
other phases of internal control. For 
example, are the established procedures 
for the control of receiving and shipping 
of materials functioning properly? 
Have reasonable safeguards been pro- 
vided to prevent theft of valuable mer- 
chandise? The best way of satisfactorily 
answering these questions is to be able to 
demonstrate that opening inventories, 
plus purchases and production, equal 
sales, plus closing inventories. There are 
few cases, however, where it is necessary 
or worthwhile for the auditor to spend 
the time required to ascertain that quan- 
titative relationship if it has not been 
established by the company. There are 
other tests that can be performed in a 
lesser amount of time that not only will 
give him reasonable answers to this 
question, but also will answer many 
other questions as to the adequacy of 
other related and unrelated accounting 
and internal control procedures. Internal 
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control, once instituted, cannot be pre- 
sumed to be continuous in all aspects; 
it frequently breaks down through dis- 
continuance of checks and of operations 
believed to be in effect by management, 
but which are no longer carried out. 

The foregoing discussion of physical 
stocktaking has been directed primarily 
to stocks of raw materials, work-in-proc- 
ess, and finished products. The obser- 
vations or conclusions are, however, 
applicable to other types of assets that 
are subject to physical control proced- 
ures. For example, the verification of 
the existence of cash on hand, securities 
and other negotiable instruments, and 
items of machinery and equipment can 
be accomplished by a physical inventory. 
The results of the physical inventory also 
can give some assurance as to the ade- 
quacy of the internal control procedures. 

Certain characteristics of physical 
stocktaking are also present in the ex- 
amination of receivables and other as- 
sets. Trial balances or detailed listings 
of these assets are an essential part of the 
examination process, although in the 
case of receivables they cannot be con- 
clusive as to their bona fides. Direct 
confirmation from the debtor is the best 
means of proving the existence and 
authenticity of receivables. 


Date of Physical Examination of Assets 


If the major purpose of the verifica- 
tion of the existence of assets is to estab- 
lish their general fairness as of the date 
of the audit, obviously the ideal would 
be to have a complete and simultaneous 
inventory and check of all items on that 
date. This would eliminate the possibil- 
ity of substitution to cover up shortages, 
and the additional auditing procedures 
and tests required in the reconcilements 
of inventories of assets at one date to 
the amounts shown in the accounts at 
another date. On the other hand, a 
practice of taking all inventories on the 
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audit date eliminates any benefits that 
can come from surprise examinations, 
and normally only discloses conditions 
existing at one time and not during the 
year. When inventories are taken dur- 
ing the year or at odd times, the element 
of surprise sometimes can be injected. 
By having more frequent contact, the 
possibility of unobserved breakdowns 
in control procedures is considerably 
lessened. More frequent contact also 
should give the auditor greater assurance 
as to the fairness of the income account. 

The observance of a practice of com- 
plete and simultaneous inventory is of 
greater importance in special investiga- 
tions. In such cases, because of the re- 
stricted nature of the examinations, the 
auditor usually does not have the same 
degree of familiarity with the system of 
internal control as he does in the audit of 
the annual accounts. Therefore, he can- 
not place as much reliance on the in- 
ternal accounting and, from the stand- 
point of his reporting responsibilities, 
he normally is not concerned with it. 

For various reasons the ideal seldom 
can be attained, particularly in the ex- 
amination of the annual accounts. Many 
companies take their physical inventories 
of raw materials, work-in-process, and 
finished stock at a time when the inven- 
tories are lowest, or when production 
demands are the least, or when there is 
the greatest availability of man power. 
These dates will not necessarily coincide 
with the end of the fiscal year. Perpetual 
inventory controls and records are an 
essential part of the operations of other 
companies. The reliability of these con- 
trols and records is checked throughout 
the year by comparison with physical in- 
ventories; no complete annual inventory 
is taken. As a part of his examination, 
the auditor makes tests of these physical 
inventories. 

Also many companies, because of the 
limitations of time on their employees. 
prepare detailed listings and analyses of 
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their receivables one or two months jj) 
advance of the end of the fisca! period, 
These listings must be used by the aud. 
tor. There can be no objection to this 
practice if there is reasonable interna 


control. Furthermore, since a very larg} 


number of companies close their a. 
counts on a calendar-year basis, auditors 
because of practical limitations on thei: 
own time and personnel, have encow. 
aged their clients to take their inven. 
tories at other dates. This has also hai 
a salutary effect on the client; his audi 
has not been subjected to extreme pres 
sures of time and urgency, with the 
attendant chances for error and neglect 

In brief, the further the practices of 
the company and the auditor depart from 
the ideal, the tighter and more effective 
the system of internal control, and the 
more extensive the audit procedures and 
tests must be. In this connection, hov. 
ever, it should be noted that the degree 
of adequacy of internal control is not 
always uniform between assets or phases 
of the operation of a company. This 
can result in relatively more or les 
extensive audit tests in some areas than 
in others. 

It is not practicable to set forth a pre. 
cise rule as to the date of physical exam: 
inations of assets, or the intervals be- 
tween such examinations, by the auditor. 
These determinations must be _ based 
upon the accounting and control pro- 
cedures followed, the rate of turnover 
of the assets, their convertibility or nego- 
tiability, and the probability of occur 
rence of material inaccuracies in the 
accounts since the previous inventory. 
All of these factors are interrelated and 
the timing, or frequency, of the physical 
examinations will have a direct relation- 
ship with the seriousness of the findings. 

If the accounting and control pro- 
cedures are relatively poor, there exists 
the possibility of shortages and material 
inaccuracies in the accounts. Obviously 
in such cases there cannot be much at- 
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thority attached to tests performed by 
the auditor far in advance, or for a 
period far in advance, of the date of the 
annual accounts or investigation. Unless 
he repeats these tests at or near the audit 
date, he cannot obtain reasonable sat- 
isfaction with the accounts at that time. 
The converse of this proposition is also 
true—the more reliable the accounting 
and control procedures, the less extensive 
the audit tests and the further the time 
of the physical examination can be sepa- 
rated from the audit date. 


Likewise, it is generally true that, 
where turnover is slow, the frequency 
of the audit tests can be reduced. Where 
turnover is higher, the chance of book- 
keeping errors is greater; accordingly, 
less reliance can be placed on tests per- 
formed in the past and more reliance 
must be placed on current control pro- 
cedures and audit tests. 

The element of surprise can be im- 
portant in the application of auditing 
tests, in that there is a better chance of 
disclosing shortages or irregularities if 
the person being audited does not have 
advance information. However, with the 
increase in the size of business and the 
number of transactions, and the conse- 
quent improvement in internal controls, 
the detection of fraud and embezzlement 
is no longer considered by the user of 
audits to be of major importance; and, 
accordingly, the usual examination is not 
designed for that purpose, although the 
discovery of irregularities irequently 
results. 


On the basis of the propositions de- 
veloped in this paper and under the as- 
sumption of adequate internal control, it 
would appear that the auditor is justified 
in examining certain assets less fre- 
quently than once a year. These would 
include fixed assets, such as land, build- 
ings, machinery and equipment, and 
assets that have been held in bond or to 
which access has been restricted. 
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Further, it would appear that physical 
inventories of raw materials, work-in- 
process, and finished products (or at 
least a substantial portion thereof) 
should be taken at least once during a 
year; and the auditor should be present 
during the period of inventory taking 
to observe the procedures followed and 
make tests of the quantities. Physical 
examinations of material amounts of 
cash and securities and other negotiable 
instruments should be made as of the 
audit date, or reasonably close thereto. 
In all cases there is the presumption 
that the auditor will make some review 
of the intervening transactions between 
the time of the physical examination and 
the date of the audit. 


Other Procedures 


Since 1939 the auditor in the United 
States has been required to observe in- 
ventories and confirm receivables where 
either of these assets represents a signi- 
ficant proportion of the current assets 
or of the total assets of a concern. There 
has been no substantive change in these 
mandatory procedures since that time. 
Failure to apply these procedures, where 
they are practicable and reasonable, in 
general precludes expression of an opin- 
ion on the fairness of the financial state- 
ments taken as a whole. Many people 
felt when these procedures (particularly 
the requirement for observation and at- 
tendance at inventory taking) were 
adopted that they took the auditor out 
of his proper sphere and placed upon 
him responsibilities for which he was 
not equipped, either by training or in 
personnel, to assume. Subsequent ex- 
periences have demonstrated, however, 
that the auditor was capable of meeting 
his new responsibilities. The new pro- 
cedures required the auditor to be 
familiar with the company’s inventory 
plans and organization and to be present 
during the period of inventory taking 
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to satisfy himself that a reasonable in- 
ventory was being taken. The new pro- 
cedures did not take away from the 
company its responsibility for taking the 
inventory and the determination of quan- 
tity, quality, and condition of the inven- 
tory items. 

There are no acceptable alternative 
procedures to these required procedures. 
using “alternative” in the sense of equal 
value, effectiveness, or rank. Any other 
procedures employed in lieu of the man- 
datory procedures can only be consid- 
ered to be substitute or other procedures, 
but not alternative procedures. 

It is difficult in a paper of this length 
to give adequate consideration to these 
“other” procedures. They will vary with 
differences in practices between com- 
panies and with the nature of the items 
under investigation. examples, 
however, can be cited. In the case of the 
verification of receivables, investigations 
of subsequent collections and adjust- 
ments have been made in lieu of con- 
firmation with the debtors. Verification 
of the existence of merchandise being 
held by depositories or on consignment 
with outsiders has been made by direct 
communication with the holder or con- 
signee, instead of by physical inspection. 
The use of these other procedures can 
give the auditor some satisfaction, but 
certainly not the assurance he obtains 
from following the procedures of direct 


Two 


confirmation of receivables and observa- 
tion or inspection of the physical inven- 
tories. 

In some areas of the audit process 
where physical determinations are an 
important factor, physical evidence is 
not always the best evidence. For ex- 
ample, in the case of a cash count the 
bona fides of coin and currency can 
usually be established by inspection. 
However, better proof of the authen- 
ticity of a check included in that count 
can be obtained by confirmation, rather 
than by inspection. 
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Ownership of Assets 


During the course of an examination 
it is frequently found that the company 
has in its possession assets belonging to 
other parties. In the verification of the 
physical existence of these assets. the 
same audit procedures should be fol. 
lowed as in the case of assets owned by 
the company. The principal auditing 
problem in such situations arises jy 
establishing the accountability of the 
company to the third party. 


Use of Independent Experts 


Ordinarily, in his verification of the 
existence of assets for the purpose of 
expressing an opinion on the annual ac. 
counts, the auditor does not need specific 
technical knowledge of the products or 
manufacturing processes to satisfy him. 
self as to their existence, quantity, qual- 
ity, and condition. It is the company’s 
responsibility to organize and take the 
inventory; it is the auditor’s responsibil. 
ity only to satisfy himself as to the gen- 
eral fairness of the inventory. In making 
his examination, in addition to observing 
the physical stocktaking procedures, he 
performs certain other audit tests, which 
in the aggregate give him the informa- 
tion he needs to express an opinion. If 
internal control is reasonably adequate. 
the auditor can ordinarily obtain inde- 
pendent corroboration and technical as 
sistance from the company’s own experts. 
This fact, together with the knowledge 
that comes from his other auditing pro- 
cedures, normally would eliminate any 
necessity to get outside technical assist- 
ance. 

A detailed discussion of these other 
procedures is outside the scope of this 
paper; but a listing of a few of the more 
important procedures and policies of the 
company, of which the auditor would 
have knowledge through his tests, and 
which would aid him in reaching an 
opinion, would include: 
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The Verification of the Existence of Assets 


Purchasing policies. 


Receiving and shipping controls. 


wee 


3, Material handling procedures. 

|, Use of formulas, bills of material, 
parts lists, etc. 

Policies with respect to scrap and 


on 


obsolescence. 


6. Quality control and inspection. 


There are, however, some situations 
where the auditor might desire outside 
technical assistance. In the case of 
special investigations, for example, of a 
processor of drugs and chemicals or a 
jewelry firm, the auditor could find the 
advice of independent experts to be ne- 
cessary before he could form an intelli- 
gent opinion on the inventory, because 
of his limited knowledge of the internal 
control and accounting procedures and 


his lack of technical knowledge of the 
business. 


Conclusion 


The foregoing discussion of the prob- 
lems or questions that are encountered 
by the auditor in the verification of the 
existence of assets has not at all ex- 
hausted the subject. There are many 
fields that require further exploration 
and investigation. There are other areas 
where there are still differences of opin- 
ion between equally competent profes- 
sional auditors. It is to be hoped that 
this Seventh International Congress of 
Accountants through the interchange of 
ideas among people of good will will 
aid in the further development of a 
relatively new, but most needed pro- 
fession. 


The Calendar and Accounting Reports 


The calendar, as it is presently constituted, is a handicap to the ac- 


countant in his endeavor to provide management with reports of maximum 


usefulness. Meaningful comparisons between successive months or quarters. 


or between similar periods in different years, is not possible without an 


explanation or reconciliation of the differences that arise because of the 


varying number of calendar and work days in these periods. The fluctua- 


tion in the number of calendar and working days available is caused by 


the number of days lost to the Saturdays, Sundays and holidays within 


the period and to the varying lengths of the periods. 


Of equal significance is that fact that, under the Gregorian calendar, a 
month or quarter may end on any day of the week. As a result, the ac- 
countant is forced, at the end of the month or quarter, to relate costs and 


other information processed on a weekly basis to months and quarters 


which include partial weeks. This not only imposes an additional burden 


on accounting and operating personnel, but also leads to delayed reports 


or to estimated figures for a part of the period. 
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MopIFYING THE CALENDAR TO MEET 


Business Neeps, NAA Accounting 
Practice Report No. 3, 1956 
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Employer-Financed 


Medical Payment Plans 


By Atuan A. Bakst, C.P.A. 


Although wage continuation plans have received the greater emphasis 
in current tax literature, medical payment plans can frequently offer 
equally advantageous benefits to taxpayers. 


Because of the greater concentration 
by practitioners on the more complex 
aspects of taxation, tax economies of 
a moderate nature can sometimes be 
overlooked. It is the objective of this 
article to discuss one such available tax 
saving which as been overshadowed by 
more publicized Code provisions and 
their detailed interpretive problems. 

Employer-financed medical payment 
plans! offer virtually unmatched fringe 
benefits to favored employees. Skillful 
utilization of such a plan may permit 
employees to circumvent the limited na- 
ture of the medical expense deduction.” 
Not only are the employer’s expendi- 
tures fully deductible under such a plan, 
but the economic benefits inuring to 
the employees also escape taxation. In 
essence the advantages derivable resem- 
ble those accorded group life insurance. 

Medical payment plans, along with 
wage continuation plans and plans to 
indemnify for loss of limbs or other 
dismemberment, fall within the broader 
classification of “Accident and Health 





AutLan A. Baxst, C.P.A. and member 
of our Society, is engaged in the prac- 


tice of law in New York City. 
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Plans.” In general, an employer 
financed accident and health plan jn. 
volves an undertaking to reimburse em. 
ployees, either in whole or in part, for 
losses they sustain resulting from ace: 
dent or illness, such as medical. hogi- 
tal and surgical expenses, as well a 
indemnification for the loss of earnings 


The Situation Under the 1939 Code 


To facilitate an understanding of th 
present statutory approach, some hist: 
rical perspective is necessary since stal- 
utes are invariably understood more 
readily in the light of historical expe 
rience. Justice Holmes’ aphorism “ln 
the law a page of history is worth a 
pound of logic’’* is completely apropos. 

The 1939 counterpart’ of the 1954 
Code sections® provided that amounts 
received by employees through “acci- 
dent or health insurance” as compensi 
tion for personal injuries or sickness, 
together with any damages received on 
account of such injuries or sickness 
should be excluded from gross income. 
At the time the 1954 Code was pro- 
posed, the treatment of such benefit: 
was plagued with uncertainty over what 


eee 


constituted a contract of “insurance. 
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Although the Internal Revenue Service 
conceded that payments to ailing em- 
ployees made under commercial insur- 
ance qualified for tax-free treatment, it 
refused to concede the same favorable 
treatment to payments made by self- 
insuring employers. 

It was regarded by the Service as 
orossly unfair to permit employees to 
receive an economic benefit without the 
incurrence of a corresponding tax. 
When the arrangements were correlated 
with the particular employee’s wage 
scale, the inequity of excluding pay- 
ments in lieu of wages from the tax 
hase while including earnings, was even 
more patent. 

The Service determined that it was 
powerless, in view of the clear mandate 
of the statute, to tax employee bene- 
ficiaries their employers had 
financed the plan by the purchase of 
commercial insurance. However, prem- 
ised on the aforementioned policy con- 
sideration, it was resolved to narrowly 
limit the ambiguous term “insurance” 
to conventional commercial insurance. 
Accordingly, the Service contended that 


when 


payments made by self-funding employ- 
ets did not constitute “accident or 
health insurance” and the receipts of 
their employees were considered taxable 
income. This rather artificial argument 
was made even though the coverage of- 
fered by self-insuring employers was 
identical and coextensive with that of- 
fered by commercially insured employ- 
ers. The Supreme Court’ has since 
adjudicated the. issue in favor of the 
employees of self-insuring employers, 
but the uncertainty existing in 1954 
impelled Congress to enact corrective 
legislation. 


Changes Effected by 1954 Code 


The historic accident and health pay- 
ment exclusion has been extended and 
particularized by the three integrated 
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sections® located in the exclusion area 
of the 1954 Code. No distinction in 
treatment is provided as to whether the 
employer is or is not a self-insurer. 

On first blush, the approach adopted 
by Sections 104(a) and 105(a) would 
seem to require the inclusion of acci- 
dent and health benefits attributable to 
the employer’s contribution; however, 
the effect of Sections 105(b) (c) (d) 
and 106 is to exclude all employer pay- 
ments with the exception of wage con- 
tinuation payments in excess of $100. 
More specifically, with respect to em- 
ployer-financed medical payment plans, 
Section 105(b) provides an exclusion 
for amounts paid employees, without 
limitation as to amount (except amounts 
paid employees attributable to and not 
in excess of medical expense deductions 
of prior years), in reimbursement of 
the medical care expenditures of the 
employee, his spouse and dependents. 
The payments must be for actual medi- 
cal expenses; payments made merely 
because of illness do not qualify. To 
illustrate the foregoing, if an employee 
is ill and spends $200 for medical care 
and his employer reimburses him for 
these expenses, the reimbursement is 
excluded from the employee’s gross 
income. 


A Formal Plan Not Required 


Formal requirements need not be 
present in order to establish the exist- 
ence of a “plan.” The Service has in- 
terpreted the concept of a “plan” in a 
liberal manner and_ thereby 
avoided making its interpretation a new 
focal point of litigation. According to 
the regulations? a (medical payment) 
plan is the arrangement for the payment 
of amounts to employees in the event 
of personal injury or sickness. The plan 
may either be insured or non-insured. 
It may cover one or more employees 
and there may be different plans for 
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different employees. Furthermore, the 
plan need not be in writing and the 
rights of the employees to benefits may 
be unenforceable. In the event, how- 
ever, that the employees’ rights are un- 
enforceable, there must be a program, 
policy or custom having the effect of a 
plan and notice or knowledge thereof 
must be reasonably available to the 
employees. 

From the above it may be concluded 
that the Congressional response to the 
professed defects and inequities of the 
1939 Code was to abolish the artificial 
distinctions and put commercially in- 
sured and privately insured plans on 
a parity. Obviously, Congress decided, 
on public policy grounds, to grant a 
uniform tax exclusion to medical pay- 
ment plan Employers are 
thereby empowered to offer employees a 
most desirable fringe benefit. Employees 
in a highly fluid position, such as share- 
holder-officers of closely held corpora- 
tions, may utilize medical payment plans 
as ideal vehicles to accomplish favorable 
tax results. 


receipts. 


Overcoming the Limitation on Medical 
Expense Deduction 


It was previously impossible for a tax- 
payer with a high adjusted gross income 
to obtain a tax benefit for small or even 
moderate expenditures.!° The maximum 
statutory limitations similarly precluded 
the deductibility of abnormal medical 
expenses. Now, a way has been pro- 
vided to obtain a tax deduction for all 
medical expenses of an _ employee, 
whether they be small, moderate or 
large. 

For instance, consider a_ situation 
where an employee has incurred $1,000 
of medical expense in a year in which 
his adjusted gross income amounts to 
$30,000. Under the percentage qualifica- 
tions in the Code, only $100 would be 
deductible, the balance of $900 would 
have to be paid out of after-tax dollars. 
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However, if the taxpayer’s employer ha 
defrayed the $1,000 of medical expense. 
the employee would not have had an 
additional taxable income and the en. 
ployer, at the same time, would hay 
been permitted a $1,000 deduction. As. 
suming the employee was in the 50% 
tax bracket, he otherwise would have 
had to earn $1,800 of income in orde 
to pay the $900 of non-deductible medi. 
cal expense. 


Medical Payments vs. Compensation 

Increase 

Employer adoption of a medical pay: 
ment plan is considerably more beneficial 
to an employee who has incurred medical 
expenses than would be a correspond: 
ingly large compensation increase. Un. 
der either alternative the employer would 
obtain a deduction in the identical 
amount, but the tax consequences to the 
employee, as shown in the above ex. 
ample, are considerably less favorable 
when characterized as additional com- 
pensation than when classified as medical 
expense reimbursements. 

Employers are also enabled to trade 
on this benefit in attracting and holding 
key employees who are sufficiently so- 
phisticated to accept the employment 
which yields the maximum number of 
after-tax dollars. Employers will be able 
to effect economies by offering employees 
supplementary medical payment plans. 
To illustrate: Corporation in the 52% 
bracket hires key employee in the 50% 
bracket. It would cost the corporation 
$480 to reimburse each $1,000 of the 
key-man’s medical expenses. But, if 
instead the corporation were to provide 
an increase in salary, sufficient for the 
executive to pay the $1,000 of medical 
expense, the cost to the corporation 
would be $960 because the salary in- 
crease would have to be $2,000 (assum- 
ing in the instant case that the employee 
does not qualify for any medical dedue- 
tion). This differential obviously revre- 
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sents a substantial saving especially 
when many employees are involved. 


Absence of Restrictions on Discriminatory 

Features 

The Code does not prescribe the mini- 
mum or maximum number of employees 
to be covered by a medical payment plan. 
The regulations recognize the existence 
of a plan if only one employee derives 
henefits irrespective of the total number 
of uncovered employees.’ The relative 
absence of objective criteria in this area 
gives employers full leeway to develop 
plans in full accord with their personal 
and discriminatory predilections. 

The original version of the House of 
Representatives bill’? which eventually 
became the 1954 Code provided for an 
exclusion only when the amount was 
received under a “qualified” plan which 
satisfied requirements designed to pre- 
vent discrimination in favor of the 
highly compensated. As a prerequisite to 
securing qualification, it was proposed 
that plans establish that discrimination 
would not be practiced. The Senate!* 
however chose to delete the nondiscri- 
mination requirements and the finally 
enacted statute makes no reference to dis- 
crimination. Employers were thereby 
given free reign to discriminate by re- 
stricting the personnel covered and ex- 
tending the scope of offered benefits. So 
long as the requirements with respect to 
the definition of a medical payment plan 
are met, an employer may discriminate 
as it chooses and to its heart’s content. 
For example, eligibility may be re- 
stricted to shareholder-officers and other 
key employees. 

Nothing in the tax law forbids an 
employer to discriminate among em- 
ployees in determining compensation. 
Similarly, discriminatory practices may 
be exercised with respect to other fringe 
benefits. In view of the clear statutory 
history and the Regulations enacted, no 
basis exists for an overzealous Revenue 
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Agent to legislate his own concept about 

discrimination in connection with medi- 

cal payment fringe benefits. 

Medical Payments and Reasonableness 
of Compensation 

The employer’s deduction of medical 
payments is assured under the general 
expense sections't which only require 
that the expenses be ordinary and neces- 
sary. From the employer’s vantage point 
these expenses are justified by their con- 
tribution to increased efficiency resulting 
from the enhanced physical and mental 
well-being of his employees. 

The Regulations" specifically provide 
for the propriety of medical payment 
plan deductions when the benefits inure 
to the health and welfare of employees 
and their families. It is stated that 
amounts expended for sickness, accident, 
hospitalization, medical expense or simi- 
lar benefit plans are deductible so long 
as they qualify as ordinary and neces- 
sary expenses of the trade or business. 

Of course, the Commissioner may 
allege that the medical payments to 
employee-shareholders, when added to 
the aggregate of compensation and other 
fringe benefits, are unreasonably high 
and in essence constitute dividend 
distributions. Admittedly, the line is 
difficult to draw; however, the governing 
principles would be the same as are de- 
terminative in all unreasonable compen- 
issues involving  shareholder- 
16 


sation 
employees. 

If a status is reached where it is rea- 
sonable to expect such an attack, it be- 
hooves the employer and employee to 
voluntarily reduce the compensation 
paid, rather than jeopardize the deducti- 
bility of the medical payment and the 
corresponding reclassification of the re- 
ceipt in the employee’s hands. Where 
a taxpayer is a shareholder-employee of 
several corporations it may be possible 
for him to mitigate the unreasonableness 
issue by having the medical expense re- 
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imbursements spread over the corporate 
group. 


Medical Payments vs. Wage Continuation 

Payments 

As is true with most complex statutes, 
the 1954 revision probably engendered 
fully as many problems as it resolved. 
As previously illustrated, significantly 
different tax results for employees are 
arrived at depending upon the em- 
ployer’s characterization of the payment. 
This is especially true for the self-insur- 
ing employer’s classification of the first 
$100 per week paid an employee who has 
met the qualifications necessary to re- 
ceive wage continuation payments! 
tax free and who also is eligible to re- 
ceive medical payment reimbursements. 
It is always preferable in such a situa- 
tion for an employee to have the first 
$100 called wage continuation payments 
and the excess, if conditions permit, 
classified as medical payments. In this 
manner all of the receipts will be tax 
free, but to the extent that the em- 
ployee’s medical bills exceed his medi- 
cal reimbursements, he may be able to 
obtain a medical deduction to offset his 
other taxable income. 

Similar problems will also arise dur- 
ing the first seven days of an employee’s 
absence (without hospitalization) from 
work when the employee will be better 
served if the reimbursement is first char- 
acterized as medical payments to the ex- 
tent possible. This same classification 
problem will also overlap employer pay- 
ments for dismemberment or disfigure- 
ment.18 

This discussion serves to point up 
that the employer’s classification will 
undoubtedly be questioned by Revenue 
Agents who understand what might fos- 
ter the particular name given the acci- 
dent and health payment. Although a 
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reasonable administrative interpretation 
of the present law should be sufficient 
to prevent shams, continued abuses may 
ultimately lead to remedial legislation 
and cause the loss of the advantages 
currently enjoyed. 


Other Considerations 


The preferential tax exclusion treat. 
ment is granted only to employees.” 
Neither under common law concepts nor 
by statutory definition®® may individual 
proprietors or partners qualify as em. 
ployees. Therefore sole proprietors and 
partners may not consider medical pay- 
ments as business expense; such pay- 
ments are deductible exclusively under 
the medical expense deduction section”! 
of the Code. 

The question has also arisen whether 
medical reimbursement benefits paid by 
a qualified profit-sharing trust may be 
excluded from the income of the covered 
employee. The regulations?’ specifically 
permit such an exclusion as _ regards 
wage continuation payments, but no 
mention is made therein of medical ex- 
pense reimbursements. Although no 
logical reason would seem to ‘exist to 
prevent a distribution from a qualified 
trust from obtaining the medical pay- 
ment exclusion, nevertheless, the omis- 
sion to specifically resolve this question 
may be indicative of the Service’s reluc- 
tance to acquiesce in such treatment. 

The inherent tax advantage along with 
the national trend to use fringe benefits 
to augment wages will undoubtedly as- 
sure a drastic increase in the develop- 
ment of medical payment plans within 
the next decade. In this context, it 
would behoove practitioners to currently 
reappraise the position of their clients 
to determine the desirability of install: 
ing such a plan. 
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Taxable Income 


By Ira J. PALEsTIN 


Conforming Federal and State 


Conformity of State and Federal taxable income is regarded as 


a desirable objective. 
may interpose obstacles. 


determine areas of taxation best 


Annually, if not always, we hear and 
read taxpayer expressions of anguish 
at the conflict between Federal and local 
income tax laws. A typical criticism is 
published in the Letters to the Editor 
Department in the May 1957 issue of 
The New York Certified Public Ac- 
countant. There a correspondent la- 
ments the differences between Federal 
and New York State income tax laws 
and the time spent by accountants in 
reconciling taxable income for the same 
year on State and Federal forms. He 
concludes: 

“Is there any reason, in short, why 
the State of New York cannot accept 
a carbon copy of the Federal return as 
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sented by him at the 1957 annual con- 
ference of the National Association of 
Tax Administrators. 
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Vital State fiscal considerations, however, 
Involved is the right of the State to 


suited to its own policy. 


the State return and accept a percent- 
age of the tax paid to the Federal gov- 
ernment as the New York tax?” 
Undoubtedly his grief would be miti- 
gated by the use of federally reported 
taxable income, with some adjustments, 
as the base in computing the State in- 
come tax. 


Revenue Objectives 


There is logical basis for this corre- 
spondent’s anguish. Issues are pre- 
sented which must be met. In approach- 
ing the question of uniformity of State 
and Federal income tax laws, it is rele- 
vant to bear in mind the revenue ob- 
jectives of each. Federal budgetary re- 
ceipts for fiscal year 1956 totalled 68.1 
billion dollars. Of this sum 32.2 billion 
dollars were supplied by personal in- 
come tax proceeds and 20.9 billion by 
corporation income taxes. Compare 
this with the budget and tax yields of 
the largest state in the Union, New 
York, where budgetary revenues for 
fiscal year ended March 31, 1957 
totalled a modest 1.39 billion and per- 
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sonal income tax collections amounted 
to 476 million. 


The Narrowing of Differences 


These gigantic contrasts evidence dif- 
ferences not merely in numbers. Despite 
the differences, New York is committed 
to the principle of substantial income 
tax uniformity between it and the Fed- 
eral. consistent with New York’s formu- 
lation of its own State policy. The en- 
actment of the 1954 Internal Revenue 
Code underscored our opportunity, if 
not necessity, of narrowing differences 
between the income tax laws of both 
governments. In the administration of 
Governor Harriman amendments of the 
State income tax law became effective 
which provided limited additional ex- 
emptions to taxpayers over the age of 
65 and to those who are blind; granted 
taxpayers the option of using a 52-53 
week taxable year; substantially con- 
formed to the Federal, our tax treat- 
ment of support payments made pursu- 
ant to a written separation agreement 
not incident to a court decree in a suit 
between husband and wife; narrowed 
the differences in State and Federal 
deductions for medical expenses; pro- 
vided a deduction within certain limits 
for child care expenses of working 
mothers or widowers; substantially 
conformed to the Federal treatment of 
gain realized on the sale of a taxpayer’s 
principal residence, followed by his pur- 
chase cr construction of a new 
dence; conformed to the Federal in ex- 
cluding from tax death benefits up to 
$5,000 paid by an employer to the 
beneficiary or estate of his employee; 
prohibited as a deduction interest paid 
or accrued on monies borrowed to pur- 
chase single-premium life insurance con- 
tracts; required a retiring partner with 
a taxable year different from the co- 
partnership’s to include his distributive 
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share of income, gains or losses in the 
taxable year during which his partner- 
ship interest is liquidated, instead of in 
his taxable year that embraces the end 
of the partnership’s taxable period; ex- 
tended to clergymen an exemption from 
gross income in respect of rental al- 
lowances paid to and applied by them 
as rent for their living quarters. 


Three Bills Enacted and Vetoed 


At our 1957 legislative session three 
bills, seeking conformity to the Federal 
in the extension of capital gains treat- 
ment, were enacted and vetoed. These 
related to: lump-sum distributions from 
stock bonus, pension and profit-sharing 
plans made within a taxable year; divi- 
dends from mutual funds that qualify 
as regulated investment companies, 
where such dividends result from the 
realization of capital gains under Fed- 
eral law; and the exercise of restricted 
stock options granted to an employee 
by his employer. Various objections 
were voiced to these bills. One line of 
objection was their discriminatory treat- 
ment as against the general class of em- 
ployees not fortunate enough to par- 
ticipate in bonus or profit-sharing and 
pension plans, and, in the case of the 
restricted stock option, its discrimina- 
tion against the general class of em- 
ployees of non-incorporated business. 

With respect to mutual funds declar- 
ing dividends from their capital gains, 
the applicable bill did not specify all 
of the federally defined conditions requi- 
site to attainment of the status of a 
regulated investment company. Regard- 
ing the stock option bill, an objection 
was raised that there were no set limits 
against the amount of stock which could 
be optioned to favored top executives. 
We felt that deferring of taxes until 
exercise of a stock option or realization 
of pension principal payments could be 
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self-defeating from the State’s point of 
view where funds would be received by 
an employee upon his retirement and 
removal to a jurisdiction beyond the 
State’s tax reach. In respect of this 
last objection, the State is at a substan- 
tial disadvantage when compared with 
the broad reach of the Federal gov- 
ernment. 

Also involved in consideration of these 
measures was the loss of revenue to the 
State resulting from the change to capi- 
tal gains treatment. It was estimated 
that under existing pension plans, New 
York would lose approximately $500,000 
annually by the change to capital gains 
treatment of lump-sum distributions, 
with much larger revenue losses in pros- 
pect because of the continuing zooming 
increase in new plans. The change in 
treatment of capital gains realized by 
mutual funds would cost the State ap- 
proximately $850,000 in annual reve- 


nues. 


Fiscal Policy and Tax Rate Structure 


Such 


losses 


and the 
similar 


revenue contractions. 
that would result from 
changes encouraged in the future by the 
adoption of these bills. would affect a 
State operating on a tight budget. as 
does New York. which seeks the mainte- 
nance of reasonably measured income 
taxes. New York has a mildly prog- 
ressive rate structure starting at 2 of 
the first $1.000 of taxable income and 
rising to a maximum of 7° on net 
income in excess of $9.000. Personal 
exemptions are $1.000 for a single indi- 
vidual, $2.500 for a married couple dis- 
tributable between them at will. and 
$400 for each dependent. There are 
additional special exemptions. Our rate 
structure has been maintained steadily. 
in contrast with Federal’s. since 1935. 
The amount of our personal exemptions 
has been constant since 1933. Although 
the inflation of the economy has resulted 
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in an increase of State income taxpayers 
running into millions, and has brought 
about a contraction of personal cxemp- 
tion size in a “real dollar” sense. New 
York taxpayers have long been ac- 
customed to stability in rate and in per- 
sonal exemption. This is a desirable 
exercise and expression of State public 
policy. So strongly have successive ad- 
ministrations felt about steadily main- 
tained rates and exemptions, that reduc- 
tions in tax have been achieved when 
possible. not by rate-lowering. but by 
percentage discounts off tax. These 
ranged between 50% and 10% up to 
1954. As a result of Governor Harri- 
man’s insistence against across-the-board 
reductions and in favor of discounts 
principally to benefit low-income earn- 
ers, the last two years have seen 
weighted credits against tax: 15% 
against the first $100 of tax and 10% 
against the next $200. 


Capital Gains Treatment 


Capital gains are taxed in New York 
separately from normal income. The 
capital gain tax is at half of our normal 
rates: it begins at the bottom of the rate 
Capital losses are fully de- 
ductible from capital gains. There is 
no holding period requirement. Net 
capital losses can be carried forward 
five years for application against net 


schedule. 


capital gains. 

Our capital gains provisions have 
been constant since 1937. They supply 
a substantially favorable tax treatment. 
Reporting gains and losses. and calcu- 
lating this separate tax, are simple. And 
the inapplicability of net capital loss 
against any part of normal income op- 
erates as a stabilizer of State income 
tax revenues. 

Contrast the Federal income tax law 
with our own. It is almost unnecessary 
to say that the steeply graduated Federal 
rate structure. reaching a maximum of 
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91% has made inevitable a wide con- 
geries of transactions to which capital 
gains treatment, instead of the normal 
tax. has been extended under Federal 
law. Whether this joinder of a high 
rate progressivity to an area of capital 
vain that constantly expands under a 
5% rate top is socially desirable I 
need not discuss. But the compelling 
reasons for mitigation of a mountainous 
rate structure do not exist in the State 
of New York. 

Not only is the area of capital gains 
limited in New York and its reporting 
simple, but there are relatively few tax- 
payers in a position to benefit from 
slavish conformity of our capital gains 
law to the Federal. The latest analysis 
of our personal income tax returns re- 
lates to those filed in 1955. This shows 
that 669% of our collections of normal 
tax was derived from wages and salaries. 
Of the normal-tax collection, 20% was 
supplied by business and trust income 
and 12% from dividends and interest. 
Wages and salaries constituted 81% of 
total income, as contrasted with 12% for 
business and trust income and 6% for 
income from dividends and interest. Of 
our 3,800,000 taxpayers for income year 
1954, 73% earned net income less than 
$5,000; 88.5% of the taxpayers earned 
net income less than $7,000. 

These figures do not permit precise 
conclusions. But they do sufficiently 
indicate that among the vast mass of 
State income taxpayers it is a small mi- 
nority only that stands to benefit from 
the narrowing of capital gains differ- 
ences between the State and Federal law. 
State Policy—Independence vs. 

Conformity 

Proposals that the State income tax be 
a percentage supplement to the Federal. 
or that net taxable income as reported 
to Federal be used, with minor adjust- 
ments. for State purposes are supported 
as not contravening State autonomy on 
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the ground that rates and exemption 
amounts are within the power of the 
State to determine. Indeed it is con- 
ceded in this school of thought that the 
automatic following of the Federal yield 
or tax base will necessarily involve 
changes in state-imposed rates and ex- 
emptions as future Congresses will 
amend the Internal Revenue Code. This 
raises a fundamental issue for determi- 
nation by the individual states. In New 
York, should State policy call for con- 
tinued maintenance of a tax structure 
rising gently above liberal exemptions 
to a modest top of 7%; or should this 
structure be changed with a frequency 
beyond the State’s control in order fully 
to dissolve the reporting inconvenience 
of a minority of its taxpayers? Obvi- 
ously the State should decide for itself 
what revenue system will finance its own 
State needs with a minimum of inequity. 
it being traditionally difficult to devise 
any system of taxation that will mete 
full equity literally to all. 

That New York should continue free 
to devise its own tax system has been 
indirectly advocated by one of the 
prominent business taxpayers’ associa- 
tions of our State. This group has fre- 
quently recommended a close conformity 
between the Federal and State income 
tax laws.! Yet it has recently urged the 
adoption in New York of an amendment 
allowing exclusions and deductions with- 
in limits from income for the 
establishment of private pension plans 
for self-employed individuals. Bills to 
this effect have been before the Congress 
for at least three years. It was urged that 
New York’s pioneering in this field 
might result in eventual uniformity re- 
sulting from the good example we could 
thereby set the Federal government. 


gross 


The homage thus indirectly paid to the 
proposition that the State be free to de- 
termine for itself what its tax policy 
should be has much authority to support 


761 








it. See page 104 of the June 1955 report 
by the Commission on _ Intergovern- 
mental Relations and page 122 of “The 
Federal Revenue System: Facts and 
Problems,” released in November 1955 
by the Mills Sub-Committee of the Joint 
Committee on the Economic Report. 

It is interesting to observe that there 
are only four states of the Union 
(thirty-one states have a personal in- 
come tax) which relate their base of net 
taxable income to that reported federally. 
They are Vermont, Iowa, Montana and 
Kentucky. The Territory of Alaska em- 
ploys a local tax supplement to the Fed- 
eral tax. New Mexico and Utah recently 
terminated a short-lived provision giving 
State taxpayers an option of determining 
their income tax as a percentage of in- 
come taxes federally reported. 


The Corporation Franchise Tax 

This discussion should not be com- 
pleted without reference to the income 
base for the determination of franchise 
tax of New York business corporations. 
Our law states that total corporate net 
income “. . . shall be presumably the 
same as entire net income which the tax- 
payer is required to report to the United 
States Treasury Department . . ..” with 
certain exceptions. New York’s experi- 
ence with this law since 1917 has been 
satisfactory. But we have 149,000 busi- 
ness corporations reporting in 1955, the 
last year of our statistical analysis. Com- 
pare this with the approximately 4.- 
000,000 New York personal income tax- 
payers for that year. These corpora- 
tions paid us $159.000.000. i.e.. ap- 
proximately one-third of the total in- 
come tax yield. 

Included in this relatively small num- 
ber of corporate taxpayers are some 
50% which pay a $25 minimum fran- 
chise tax. Another 26,000 corporations. 
i.e., 17.39%, pay less than $100 in fran- 
chise taxes. The most significant group 
within these corporate taxpayers, some 
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1,700 of them, pay franchise taxes in 
excess of $10,000. The yield from them 
is 70% of total franchise tax receipts, 
These large taxpayers include the 
world’s giant corporations whose ac- 
counts are subject to “automatic audit” 
by the Internal Revenue Service. | don’t 
know precisely what this term means, 
but I suspect such audits are performed 
by treasury representatives who are 
virtually resident at the accounts office 
of these corporations. Against their 
painstaking audits, our independent au- 
dits would be superfluous. 

When it is remembered that corporate 
accounts in general are more compli- 
cated than individuals’, presenting more 
complex problems of audit, it will be 
seen that a State-Federal tie is feasible 
in the case of the business corporation 
tax. Federal audits of corporation in- 
come tax returns are more numerous 
than those of personal returns. The use 
of the Federal tax base in measuring 
the corporation franchise tax has not 
dispensed with corporate audits by New 
York State but it has saved us consider- 
able auditing problems, administrative 
expenditure and staff. 


Conclusion 

In the interest of taxpayer conven: 
ience, and of coordination and economy 
in administration, close conformity be- 
tween State and Federal income tax laws 
is desirable. Conformity can be achieved 
principally by State action taken as a 
part of its overall State policy. Where 
the State determines for itself an inde- 
pendent area of income taxation, that 
should be set and administered as simply 
as possible. The opposing values of uni- 
formity and of the unfettered right of a 
State to determine its own policy are 
not always reconcilable. This area of 
potential conflict or of mutual inspira- 
tion is a characteristic of the Federal 
system upon which our nation and State 
have built enduring values. 
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Cost, Expense and Loss 





Introduction 


1. In Accounting Terminology Bul- 
letin No. 2 the terms proceeds, revenue, 
income, profit, and earnings were de- 
fined. This bulletin defines the cor- 
relative terms cost, expense, and loss. 
While ascertainment of cost sometimes 
involves processes of valuation and al- 
location, the techniques of ascertainment 
are‘not discussed here. 


Definitions 
2. Cost is the amount, measured in 
money, of cash expended or other prop- 
erty transferred, capital stock issued, 
services performed, or a liability in- 
curred, in consideration of goods or 
services received or to be 
Costs can be classified as unexpired or 
expired. Unexpired costs (assets) are 
those which are applicable to the pro- 


received. 


duction of future revenues. Examples 
of such unexpired costs are inventories, 
prepaid expenses, plant; investments, 
and deferred charges. Expired costs 
are those which are not applicable to 
the production of future revenues, and 
for that reason are treated as deductions 
from current revenues or are charged 
against retained earnings. Examples of 
such expired costs are costs of products 


or other assets sold or disposed of, and 
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current expenses. Unexpired costs may 
be transferred from one classification to 
another before becoming expired costs 
as above defined, e.g., depreciation or 
insurance on plant may be included in 
unexpired costs ascribed to inventories. 

3. Expense in its broadest sense in- 
cludes all expired costs which are de- 
ductible from revenues. In income state- 
ments, distinctions are often made be- 
tween various types of expired costs by 
captions or titles including such terms as 
cost, expense, or loss, e.g., cost of goods 
or services sold, operating expenses, sell- 
ing and administrative expenses, and 
loss on sale of property. These distinc- 
tions seem generally useful, and indicate 
that the narrower use of the term 
expense refers to such items as operat- 
ing, selling or administrative expenses, 
interest, and taxes. 

1. Loss is (1) the excess of all ex- 
penses, in the broad sense of that word, 
over revenues for a period, or (2) the 
excess of all or the appropriate portion 
of the cost of assets over related pro- 
ceeds, if any, when the items are sold, 
abandoned, or either wholly or partially 
destroyed by casualty or otherwise writ- 
ten off. When losses such as those de- 
scribed in (2) above are deducted from 
revenues, they are expenses in the broad 
sense of that term. 
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Recommendations 


5. The term cost should be used when 
appropriate in describing the basis of 
assets as displayed in balance sheets, 
and properly should be used in in- 
come statements to describe such items 
as cost of goods sold, or costs of other 
properties or investments sold or aban- 
doned. 

6. While the term expense is useful 
in its broad and generic sense in dis- 
cussions of transactions and as a general 
caption in income statements, its use in 
financial statements is often appropri- 
ately limited to the narrower sense of 
the term as indicated in paragraph 3. 
In any event, items entering into the 
computation of cost of manufacturing, 
such as material, labor, and overhead, 
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should be described as costs and not 


as expenses. 

7. The term loss should be used in 
financial statements in reference to net 
or partially net results when appropriate 
in place of the term income or profit as 
described in paragraphs 8, 9, and 10 
of Accounting Terminology Bulletin No, 
2. In such cases the term should gen. 
erally be used with appropriate qualify. 
ing adjectives. It should also be used 
in describing results of specific transac. 
tions, generally those that deal with dis. 
position of assets. The use of the term 
in the latter type of cases is believed 
desirable since it distinguishes them 
from more normal expenses of a recur- 
ring type which are generally shown in 
gross amounts. 





Responsibilities of a Bank Director 


Broadly speaking, the major responsibilities of a director in- 
clude the direction and control of officers and personnel; the 
establishment of over-all policy on loans, investments, dividends, 
and types of services to be rendered; the establishment of physi- 
cal facilities and their expansion; a review of the profitableness 
of the institution; and, perhaps most important of all, the pro- . 
vision of internal, and, when necessary, external examinations 


and audits. 


An efficient way of dealing with these tasks is to set up a 
specific procedure for board meetings. On these occasions, the 
executive officers should provide statements of the bank’s condi- 
tion and an analysis of its assets and liabilities; a review of its 
securities sales and purchases; a review of the over-all loan and 
investment policy; an opportunity for individual discussion of 
larger loans, overdue items, and loans to officers; an analysis of 
earnings, expenses. and dividends; and a summary of internal 


and external audits. 


One further item is essential—the findings 


of each bank examination should be presented to the board, at 
its first meeting subsequent to the receipt of the report, along 
with all important correspondence with the supervisory authori- 


ties. 


Tue Bank Director’s RESPONSIBILITY, 
Superintendent of Banks, State of New York, 1957 
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Highlights In Current Financial Reporting 


By J. SINCLAIR ARMSTRONG 


The former chairman of the SEC presents his personal views on several re- 
cent major accounting and financial developments involving the SEC, and 
of vital importance to the accounting profession and business enterprise. 


It is a great pleasure for me, as a 
Chicago lawyer who has practiced in 
the field of corporation law and finance 
and has served for two years as Chair- 
man and four years as a member of the 
Securities and Exchange Commission, 
to have an opportunity to discuss “High- 
lights in Current Financial Reporting.” 
The observations I am about to make 
were written at a time when I was 
Chairman of the Commission, but as 
presented here I speak not for the 
Commission. I will express my own 
views and these may not necessarily 
reflect the views of the Commission, 
and, as must be obvious, they have not 
been submitted to or reviewed or ap- 
proved by the Navy Department. 


I will discuss a number of topics 
which may appear more or less unre- 
lated, but which are all vitally important 
to the accounting profession and to the 





J. SivcLarR ARMSTRONG, member of 
the Bar and former chairman of the 
Securities and Exchange Commission, 
is presently serving as Assistant Secre- 
tary of the Navy (Financial Manage- 
ment). 

This article has been adapted by the 
author from a paper presented by him 
before the 1957 annual meeting of the 


Illinois Society of CPAs. 
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continued development by the profes- 
sion and the Commission, working in 
cooperation and harmony, of high 
accounting and auditing standards in 
the United States. This in turn is 
vitally important to our free enterprise 
system in which our productive facili- 
ties in this country are owned, through 
the medium of corporate securities, by 
the investing public. 


Audits of Brokers and Dealers 
in Securities 


First, I will consider certain develop- 
ments with regard to audits of brokers 
and dealers in securities. The state- 
ment of financial condition required of 
certain brokers or dealers who file 
reports with the Commission on the 
annual reporting form for brokers and 
dealers' is required to be certified by 
an independent public or certified pub- 
lic accountant. The Commission’s rules 
prescribe what are referred to as “Mini- 
mum Audit Requirements.” These re- 
quirements are practically identical with 
the minimum requirements of the New 
York Stock Exchange. 

The difficulties experienced by the 
Commission’s staff over the years in 
obtaining properly prepared statements 
of financial condition of registered 
broker-dealer firms and the number of 
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defalcations in such firms have demon- 
strated a need for a more specific guide 
for the auditing of these firms. The 
auditing of broker-dealers is a very 
limited and specialized field of account- 
ing and auditing in which there is little 
authoritative literature. The staff found 
in examining these reports that many 
accountants were simply not familiar 
with the brokerage business and broker- 
age accounting and auditing. The proc- 
essing of the reports also indicated that 
the accountants were inclined to regard 
the minimum requirements as a com- 
plete audit program and failed to vary 
or supplement the auditing procedures 
as appropriate under the circumstances 
of the audit. 


From time to time the Commission’s 
staff discussed with representatives of 
the accounting profession ways and 
means of alleviating the situation. In 
1951 the staff suggested to the Commit- 
tee on Relations with the Securities and 
Exchange Commission of the American 
Institute of Accountants that a broker- 
age audit case study be prepared. This 
suggestion was followed and a case 
study prepared by a member of the 
Committee was submitted to our staff 
in August 1952. It developed that the 
problem was larger than could be 
covered in a case study based on 
current practice. It involved rather the 
delineation and extension of procedures 
deemed necessary and appropriate in 
an audit made for the purpose of safe- 
guarding the securities and funds of 
customers and to discourage, if not 
forestall, defalcation. This larger as- 
signment was undertaken and assigned 
to a special subcommittee of the Insti- 
tute’s Committee on Auditing Proce- 
dure, composed of representatives of 
six leading accounting firms. 


Facts covering various problems en- 
countered by our staff, after a review 
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of 4,000 filings, were furnished to the 
subcommittee. From time to time rep. 
resentatives of our staff and the New 
York Stock Exchange commented and 
made suggestions on preliminary drafts, 
Finally, in October 1956 the American 
Institute of Accountants published the 
booklet, “Audits of Brokers or Dealers 
in Securities.” This booklet is con- 
cerned with the operation of brokerage 
concerns. It describes the special 
accounting records used and suggests 
auditing procedures and forms of 
reports for the audit of brokerage 
concerns. While this booklet may not 
be a final solution of the problem, it 
does represent a long, forward step. 


Early in the process of drafting forms 
to obtain fair disclosure of financial 
facts and accounting information, the 
Commission adopted the policy of pre- 
scribing the forms’ content and extent 
of detail required, but leaving the form, 
order and terminology to the discretion 
of the registrant within the framework 
of generally accepted accounting prin- 
ciples, practices and procedures. In 
auditing, the Commission initially relied 
upon the independent accountant for 
assuming the responsibility for the 
adequacy of the audit under generally 
accepted auditing standards. Over the 
years the Commission has worked with 
the accounting profession, industry, and 
the financial community in evolving 
better standards of auditing and finan- 
cial reporting. An exception to this 
policy, and one which looks in the 
direction of codification of auditing 
standards by the regulatory agency, 
was the adoption by the Commission 
of the “Minimum Audit Requirements” 
pursuant to our reporting requirements 
for brokers and dealers in securities.” 


In the discussion with the Institute 
committee, our Chief Accountant* sug- 
gested that if a comprehensive program 
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covering the audit of broker-dealers, 
rather than a case study, was prepared 
which would include detailed instruc- 
tions for examining the system of in- 
ternal checks, or the lack of checks, 
with a view to safeguarding the securi- 
ties and funds of customers, and which 
would discourage if not forestall defal- 
cations, were adopted, consideration 
would be given to the elimination of 
the minimum audit requirement from 
the rules. This suggestion was in line 
with our policy of relying upon estab- 
lished auditing standards. The recom- 
mendation that the minimum audit 
requirement be eliminated was made 
to the Commission. However, at the 
present time the Commission is waiting 
to see what influence the booklet has 
on brokerage auditing practice, and is 
considering the advisability of this 
recommendation. 

Consideration of this booklet has 
again brought into relief the fiduciary 
nature of the brokerage business and 
the fact that certified statements are 
required, in compliance with the intent 
of the Congress expressed in the stat- 
utes, in order to safeguard the securities 
and funds of customers rather than to 
protect the owners of the business. 
This purpose entails care and responsi- 
bility beyond that of the ordinary 
industrial audit. My opinion is that 
the Commission should not rescind the 
minimum audit requirements. If it 
does, it will thereby remove the specific 
provisions which look to the safeguard- 
ing of customers’ securities and funds 
and will lend support to the argument 
that industrial auditing standards are 
sufficient. 


Foreign Accounting and Auditing 


Second, I will discuss developments 
with respect to foreign accounting and 
auditing. The Securities Act of 1933 
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provides for the filing of balance sheets 
and profit and loss statements in such 
form and detail as the Commission 
prescribes*, certified by an independent 
public or certified accountant. The 
Act specifies the information required 
to be included in a registration state- 
ment and gives the Commission con- 
siderable latitude to expand or modify 
the information requirements of the 
Act as they apply to problems presented 
by particular classes of issuers or 
securities.® 

An instruction as to financial state- 
ments which provides for the filing of 
other statements in certain cases® is 
written under this authority, and has 
been relied upon in many instances, to 
permit the Commission to substitute, 
increase or omit the financial statement 
disclosures specified in the form when 
necessary or appropriate to an adequate 
and fair presentation of a particular 
financial problem. The Securities Ex- 
change Act of 19347 and the Investment 
Company Act of 19408 have substantial- 
ly the same financial and certification 
requirements. 

The statutes by their terms make no 
distinction between domestic private 
issuers and foreign private issuers. The 
statutes likewise make no distinction 
between domestic accounting firms and 


foreign accounting firms. There is 
nothing in the Congressional debates 


or Committee reports on the Acts to 
indicate that the acceptability of cer- 
tificates of foreign accountants was ever 
considered. The statutes merely use 
the term “independent public or certi- 
fied public accountant.” 

However, if a foreign private issuer, 
other than a North American or Cuban 
issuer, registers securities under the 
Securities Act, which requires certifica- 
tion, and the undertaking to continue 
to file annual and interim reports under 
the Exchange Act is operative, as in 
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most cases it is®, the issuer is required 
to file such supplementary and periodic 
information, documents and reports as 
may be required by the Exchange Act.” 
As our regulations have been construed, 
foreign issuers filing annual reports 
under them need not follow our account- 
ing rules in preparing financial state- 
ments unless the issuer, at the same 
time or subsequently, lists its securities 
on a national securities exchange and 
furnishes to the exchange financial 
statements complying with the Com- 
mission’s accounting regulations. 

This situation comes about because 
in 1934, when the Commission began 
drafting its forms for registration 
under the Exchange Act, it was faced 
with the situation that a number of 
foreign private issues of securities had 
been distributed in the United States 
and were listed and traded on ex- 
changes. The Commission had no 
authority over these issuers except to 
delist the securities from national securi- 
ties exchanges. The Commission pre- 
scribed that the required financial 
statements give at least the amount of 
detail as that previously given in finan- 
cial statements filed with any securities 
exchange in the United States, or, if no 
such filing had been made, the amount 
of detail which had been given in 
statements made available to security 
holders of the issuer. 

Since certification by foreign issuers 
has not been required under the Ex- 
change Act, the problems under that 
Act have been confined largely to deal- 
ing with certification of foreign sub- 
sidiaries of domestic companies. In 
most instances such companies repre- 
sented a minor portion of the assets 
and income of the business. In the 
early days of the administration of 
the Acts by the Commission, there was 
found to be great variety in the quality 
of the reports of such foreign subsidiar- 
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ies. Each situation has been deait with 
by the staff on an individual basis. |] 
has been the Commission’s policy to 
encourage foreign accountants to follow 
American standards of auditing and 
accounting with respect to statements 
filed under the Exchange Act. With 
respect to the United Kingdom and 
Holland, we believe that we have had 
considerable success. The American 
accountants, who are the principal ac. 
countants in these situations, have also 
been of great help in obtaining better 
reports. 

With respect to statements filed by 
foreign issuers under the Securities Act, 
the Investment Company Act and on 
the reporting form for brokers and 
dealers under the Exchange Act, it has 
been the Commission’s policy to require 
that American standards of auditing 
and financial reporting be followed. 
The greater portion of such filings have 
been made by Canadian companies. 
Until recent years the problem has not 
been of great importance and the staff 
has been generally successful in_ its 
endeavor to obtain compliance with 
American standards. : 

It is clear that the Congress intended 
that the foreign private issuer should 
meet the same standards of disclosure 
as the domestic private issuer if the 
foreign private issuer seeks to raise 
capital in the American markets. The 
desirability of encouraging American 
investments abroad, which has_ been 
encouraged by some, is not so great 
that the encouragement of foreign in- 
vestments should be made at the cost 
of lowering these standards. 

While the Commission has followed 
the practice of insisting upon substantial 
compliance by the foreign private issuer 
with the disclosure requirements ap- 
plicable to the domestic issuer in 
connection with the registration of 
securities under the Securities Act, there 
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have been a few instances in which the 
Commission has accepted registrations 
by a foreign private issuer in which 
there were some variations from Ameri- 
can practices, either in auditing proce- 
dures or in the application of account- 
ing principles. ™ These variations have 
met with a mixed reception in this 
country, being criticized by some mem- 
bers of the accounting profession and 
accepted by others as reflecting a reason- 
able and practicable solution to the 
particular financial problem.’* 

In a recent case of a foreign company 
registering its outstanding stock under 
the Exchange Act and listing the stock 
for trading on a national securities ex- 
change, the staff refused to accept the 
certificate of the company’s auditors 
because they were not in fact independ- 
ent by our standards and the auditing 
procedures followed, particularly with 
respect to accounts receivable and in- 
ventories, did not meet. our standards. 

In December 1956, we promulgated 
for public comment under the Adminis- 
trative Procedure Act a notice of pro- 
posed amendment to the general regis- 
tration form?® regarding rights offerings 
by certain foreign private issuers.’ 
The proposal would have relaxed the 
certification requirements with respect 
to pro-rata offerings by foreign issuers 
to their stockholders of securities of the 
same class as those registered on a 
national securities exchange, where the 
offering price was not more than 60% 
of the market value and the amount 
offered to stockholders in the United 
States did not exceed 5% of the total 
offering, and where the issuer had been 
in business more than 25 years and had 
total assets of at least $100 million or 
its equivalent. 

The issues involved concerned the 
tules of the Commission under the 
Securities Act and not the status of 
private issuers. We deemed it necessary 
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for the proponents of the revision to 
establish to the Commission’s satisfac- 
tion that there was an overriding public 
interest in relaxing the requirements. 
Of particular concern to us was that 
no physical verification of inventories 
or confirmation of accounts receivable 
conforming to American auditing stand- 
ards would be assured, and this startled 
some old ghosts in the Commission 
yard.1> The public response to this 
proposal demonstrated, to the contrary, 
that there was a strong opposition to 
setting up, even in this limited area, a 
different standard for foreign reporting, 
and the proposal was withdrawn.1® 

In the United States, corporate securi- 
ties are widely held and our capital 
market is the largest in the world. 
Investors who place their savings at 
the disposal of industry in new issues 
of corporate securities are entitled to 
rely on the accounting rules developed 
by the Commission over nearly a quar- 
ter of a century and the principles and 
practices developed by the American 
accounting profession. Any failure to 
require financial statements of foreign 
corporations registering new issues of 
securities for sale to the American in- 
vesting public to be certified by inde- 
pendent auditors in accordance with 
the standards applicable to American 
corporations would establish a double 
standard for reporting by domestic and 
foreign issuers. Such statements could 
also be misleading because the public, 
other than financial experts, might have 
the impression that American standards 
had been adhered to simply because the 
financial statements had been filed with 
the Commission in a registration state- 
ment under the Securities Act. 

The staff has been directed to con- 
sider whether the Commission’s forms 
should be revised to require foreign 
private issuers filing new registration 
statements under the Securities Ex- 
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change Act to meet the accounting and 
certification requirements of the Com- 
mission’s regulations.'? As a matter 
of principle, [ believe that any relaxa- 
tion of the standards which the Com- 
mission has built up over the years 
under the Federal securities laws merely 
to accommodate the raising of capital 
by foreign corporations from public 
investors in this country would be most 
unwise. 

It also is my view that when a busi- 
ness organization reaches the size where 
it operates in and sells its securities in 
several countries, it should have its 
accounts audited by an_ international 
firm of accountants which also practices 
in those countries and has firsthand 
knowledge of the business, accounting 
and financial reporting practices of 
those countries. It is my belief that in 
our own national interest and the in- 
terest of American investors, and the 
interest of the American accounting 
profession to which the success of the 
capital markets much, the 
Commission should require. in  state- 
ments filed with it, such companies to 
adhere to our auditing, certification 
and financial reporting standards. 

This problem has been dealt with in 
part by the Commission under the 
Investment Company Act.’* Our rules 
prescribe the specification of conditions 
and arrangements for Canadian man- 
agement investment companies request- 
ing an order permitting registration. 
The rule under the Investment Company 
Act provides that the applicant will 
appoint an accountant. qualified to act 
as an independent public accountant. 
who maintains a permanent office and 
place of business in the United States. 


owes so 


Insurance Companies and the SEC 


Third, I will consider the so-called 
Fulbright Bill. The Securities and 
Exchange Commission is currently in- 
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terested in reports to stockholders in 
connection with S. 1168, a bill intro. 
duced by Senator J. W. Fulbright, 
Chairman of the Committee on Bank. 
ing and Currency, on February 11, 
1957. This bill would extend the 
reporting, proxy and _ insider-trading 
provisions of the Exchange Act to 
certain large publicly-held corporations 
in which there is a large public interest 
but the securities of which are not 
listed on a stock exchange. The Com. 
mission believes that the broad prin. 
ciples and objectives of S. 1168 are 
sound. The Commission supports them. 

S. 1168 with one exception is identi- 
cal with the Committee Print dated 
August 5, 1955, of S. 2054, 84th Con- 
gress, originally introduced by Senator 
Fulbright and which was on that date 
favorably reported to the Committee by 
the Subcommittee on Securities. The 
exception is that the exemption for 
insurance corporations contained in 
that Committee Print does not appear in 


S. 1168. 


The Commission made a __ factual 
study of the financial reporting and 
proxy soliciting practices of those cor- 
porations which would come within the 
scope of S. 2054 (as amended to ex- 
empt insurance companies from the 
bill’s coverage) and the trading prac- 
tices of officers, directors, and 10% 
stockholders of a sampling of such 
corporations. On May 17, 1956. we 
submitted to the Committee our report 
setting forth the results of that study." 
Our study indicated that the bill (as 
amended to exclude insurance com- 
panies) would apply to approximately 
1.200 corporations with total assets of 
about $35 billion. Thereafter, on June 
22, 1956, during the hearing before the 
Committee on the bill, the Commission 
was requested by Senator Fulbright to 
make a further study of those insurance 
companies which would come _ within 
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the provisions of the amended bill if 
the specific exemption for insurance 
companies should be removed.*® On 
February 6, 1957, a supplementary re- 
port setting forth the results of this 
further study was submitted to the 
Committee.”! 

In our letter of February 6, 1957, 
transmitting to the Committee the sup- 
plementary report of the Commission, 
we stated that, on the basis of our study 
of financial reporting and proxy solicit- 
ing practices of the 169 insurance com- 
panies which would be subject to the 
bill if the exemption should be deleted 
and the bill enacted, the Commission 
was of the opinion that it would be 
consistent with the purposes of the Fed- 
eral securities laws and of S. 2054, 84th 
Congress, that the exemption be deleted 
and the bill passed (subject to two 
other suggestions for amendment not 
related to financial reporting which 
had been made by the Commission). 
Subject to the suggested revisions the 
Commission believes that enactment of 
the bill would provide important addi- 
tional protection to investors, that its 
effect upon the capital markets of the 
country would be favorable and that 
it would not unreasonably burden cor- 
porations subject to its provisions. In 
expressing this view, we limited our- 
selves to a consideration of the Con- 
gressional purposes expressed in the 
Federal securities laws and did not 
express views as to any other areas of 
Federal or State regulation of the in- 
surance industry. 


The Commission’s supplementary re- 
port indicated that 169 insurance cor- 
porations, having total assets of approxi- 
mately $24 billion, will be subject to 
the bill. Of these, 44, having total 
assets of approximately $5 billion, are 
now required to file reports pursuant 
to Section 15(d) of the Act, and 125, 


having total assets of approximately $19 
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billion, which do not now report would 
become obligated to do so. 

The Commission’s staff examined the 
reports to stockholders of 161 of these 
insurance corporations in the light of 
generally accepted accounting principles 
and standards of fair disclosure. It 
was found that 61 of the 161 insurance 
corporations gave only a balance sheet 
often with little detailed classification 
of assets and liabilities. Of the 117 
reports to stockholders of corporations 
not presently required to file reports 
with the Commission, 63% were mate- 
rially deficient in that they omitted to 
furnish a profit and loss statement, a 
surplus statement, or both, or the state- 
ments were so brief as to be inadequate. 
On the other hand, of the 44 reports 
to stockholders of insurance corpora- 
tions subject to the bill which are pres- 
ently required to file financial data with 
the Commission pursuant to Section 
15(d), 30% were so deficient. The 
comparable percentages for the first 
study, which did not include insurance 
companies, were 21% and 4%, respec- 
tively. The over-all percentages for ma- 
terially deficient reports were 54% for 
insurance companies and 13% for other 
companies. 

The more significant finding, how- 
ever, is the fact that only 6% of the 
insurance corporations attempted to 
give the additional information required 
by the Commission’s accounting regu- 
lation ** and sound accounting princi- 
ples and practice in order to make the 
financial statements of insurance com- 
panies comparable to other companies. 
This information is necessary to an 
understanding of the financial  state- 
ments and to proper financial analysis. 

With respect to the evaluation of 
proxy soliciting material of insurance 
corporations studied, we found that this 
material likewise suffered by compari- 
son with that of the other corporations 
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in the first study.2? As Chairman of 
the Commission, I testified again on 
behalf of the Commission before the 
Subcommittee on Securities of the Com- 
mittee on Banking and Currency on 
May 21, 1957, and reaffirmed our pre- 
vious position that the broad principles 
and objectives of the bill are sound 
and that the Commission supports 
them, and stated that the Commis- 
sion is of the opinion that it would be 
consistent with the purpose of the Fed- 
eral securities laws and of the proposed 
bill that the insurance companies exemp- 
tion be deleted and the bill passed, 
subject to the two suggestions for 
amendments which have been made by 
the Commission. 

I also stated on behalf of the Com- 
mission that the legislation would pro- 
vide additional protection to investors 
in corporate securities in which there is 
broad public investor interest and which 
are sold and traded in the interstate 
securities market by requiring disclosure 
of the business and financial tacts per- 
taining to the corporation issuing them, 
and would strengthen the protections 
against fraud afforded to investors. Fur- 
thermore, it is believed that the effect of 
the bill, if modified in accordance with 
our suggestions, on the integrity of the 
capital markets of the country would be 
favorable, both from the standpoint of 
the trading in the over-the-counter and 
exchange markets and the markets for 
the raising of new capital. 

Finally, we do not believe that the 
duties which the bill would place upon 
such corporations would be unreason- 
ably burdensome; it has not proven so 
in the case of listed corporations. Fur- 
thermore, the requirements of the se- 
curities acts have a tendency to cause 
corporations subject to them to reex- 
amine their financial policies and prac- 
tices and often have the salutary effect 
of the institution of sounder policies and 
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practices by such corporations. 

At the hearing before the Subcom. 
mittee, Senator Prescott Bush made two 
well-taken points, that there has been 
no public demand for inclusion of in. 
surance companies in the coverage of 
the bill and that its administration 
would require at least a $500,000 in. 
crease in the Commission’s annual ap- 
propriation. I testified, in the light of 
the cut of $478,000 made by the House 
of Representatives in the Independent 
Offices Appropriation Bill in the provi- 
sion of $7,178,000 for the Commission’s 
operation in fiscal 1958 made in the 
President’s Budget (one third of which 
is reimbursed to the Treasury in statu- 
tory fees), that I would rather see the 
Congress provide $500,000 annually for 
administration of the Commission’s ex- 
isting statutory responsibilities, includ- 
ing particularly anti-fraud work, than 
impose new statutory responsibilities. 
However, as this was given in a colloquy 
at the hearing, it was an expression of 
my own views in answer to a question 
not earlier considered and my answer 
does not represent a position taken by 
the Commission. The Commission staff 
today is at 65% of its 1947 strength 
and is less than its 1953 strength, but its 
volume of work is about triple that of 
10 years ago and is at an all-time high. 

On July 24, 1957, the Committee on 
Banking and Currency favorably report- 
ed to the Senate an amended S. 1168. 
Under the amendments adopted by the 
Committee, the bill would require only 
about 650, rather than 1,370, large 
unlisted corporations to comply with its 
provisions. The amended bill is made 
specifically inapplicable to any security 
issued by a State-supervised insurance 
corporation.”*4 


The “No Sale” Rule 


Fourth, I will discuss the Commis- 
sion’s problem with our so-called “No 
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Sale” rule.2* The application of the 
registration requirements of the Securi- 
ties Act to mergers, consolidations, re- 
capitalizations and sales of corporate 
assets in consideration for securities of 
another corporation, presents practical 
and legal problems which have been of 
increasing concern to the Commission. 
Typically, in these situations, a corpora- 
tion will issue securities, often in large 
quantities, either to the stockholders of 
another corporation the assets of which 
are being acquired either by merger or 
by sale of assets, or to its own stock- 
holders in connection with a recapitali- 
zation. The transactions are effectuated 
pursuant to a vote of stockholders of 
one or both of the participating corpo- 
rations in accordance with state law. 
The question immediately arises whether 
the securities so issued must be regis- 
tered under the Securities Act. 

Early in the Commission’s history, 
the position was taken as a matter of 
interpretation that for the purposes of 
the registration requirements of the Act, 
at least, no “offer” or ‘ 
curity was deemed to be involved so far 
as stockholders of a corporation were 
concerned, where proposals of this char- 
acter were submitted to them for a vote. 
This concept—familiarly known as the 
“no sale” theory—is embodied in Com- 
mission Rule 133 under the Securities 
Act.> This theory and rule disposed 
of many serious practical and legal 
problems, both for the Commission and 
for corporations contemplating such 
transactions. At the same time, however, 
its practical effect was to exempt, or 
exclude, from the registration require- 
ments of the Securities Act a large 
number of cases in which 
were in fact distributed by issuers to 
the investing public. 


‘sale’ of a se- 


securities 


Recent events have forced the Com- 
mission to reconsider the soundness of 
this doctrine. For example, the Com- 
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mission’s opinion and order withdrawing 
the registration on the American Stock 
Exchange of the capital stock of Great 
Sweet Grass Oils Limited and Kroy Oils 
Limited ** describes a deliberately cal- 
culated scheme to dispose of millions 
of shares of highly speculative stock to 
the investing public without any of the 
disclosures which would be called for 
by registration, and to divert most of 
the proceeds to insiders rather than to 
productive use. The Commission found 
that Rule 133 had no application to 
these transactions, for several reasons. 
In the first place, the exchange of assets 
was merely a step in a pre-existing plan 
for distributing the securities through 
underwriters to the investing public.?* 
Rule 133 may provide an exemption 
insofar as stockholders are concerned, 
but it does not mean that subsequent 
sales of the stock so issued are neces- 
sarily exempt from registration. Some 
other exemption must be found for such 
subsequent sales, such as the exemption 
available under Section 4(1) for casual 
sales by non-controlling stockholders. 
That exemption, of course, is not appli- 
cable to a distribution through under- 
writers, such as occurred here. In any 
event, these transactions were not cor- 
porate action in any real sense, since 
the persons negotiating the transactions 
had sufficient control of the voting stock 
to make the vote a mere formality. 
Reliance in the Great Sweet Grass 
and Kroy Oils cases and similar trans- 
actions on Rule 133 represented, of 
course, a misapplication of the “no sale” 
theory. Beyond that, however, the basic 
question of whether the rule is con- 
sistent with the statutory phraseology 
and purpose must be faced, and the Com- 
mission’s difficulties in the proper en- 
forcement of the law illustrated by these 
cases point up the importance of this 
question. This really resolves itself into 
two questions: first, whether the Com- 
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mission has authority to adopt a rule 
of this character, and secondly, whether 
the particular rule is sound. 

Section 19(a) of the Securities Act 
grants to the Commission broad rule- 
making power, as follows: 

“The Commission shall have authority 
from time to time to make, amend, and 
rescind such rules and regulations as 
may be necessary to carry out the pro- 
visions of this title, including rules and 
regulations governing registration state- 
ments and prospectuses for various 
classes of securities and issuers, and de- 
fining accounting, technical and trade 
terms used in this title.” 


Rules under this section may be of 
several types. There may be what could 
be called “substantive rules” prescrib- 
ing the procedures to be followed and 
the requirements to be observed in con- 
nection with registration and other mat- 
ters. There may be “defining rules,” 
which define accounting, technical and 
trade terms. And finally there may be 
interpretive rules. 

The first two classes of rules—the 
substantive and defining—become in 
effect a part of the law since they rep- 
resent an exercise of a rule-making 
power expressly granted by the Con- 
gress to the Commission, and such rules, 
in effect, supplement the statute. In- 
terpretive rules rest on a slightly differ- 
ent foundation. The Commission must 
necessarily interpret the statute in order 
to perform its duties, and rules embody- 
ing such interpretations may therefore 
become necessary in order for the Com- 
mission to carry out the provisions of 
the Acts.?® Rule 133 is of this character. 
Upon its adoption in 1951, the Com- 
mission classified it as an interpretive 
rule for the purposes of the Administra- 
tive Procedure Act, which specifies that 
the procedure of public notice and com- 
ment provided for in Sections 4(a) and 
4(b) thereof shall not be applicable to 
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interpretative rules except as otherwise 
required by law. In addition, the rule 
on its face clearly appears to be an in. 
terpretation of the statute.”® 


Considered as an interpretive rule it 
next becomes necessary to determine 
whether the rule is a correct interpreta- 
tion. In my view it is not. The declara- 
tion which it contains that certain trans- 
actions therein specified do not involve 
an offer or sale seems hard to reconcile 
with the statutory definitions of these 
terms. The terms “offer” and “sale” 
are specifically defined to include every 
contract of sale or disposition of a se- 
curity for value, and every attempt to 
dispose of a security for value.*® That 
definition in my opinion applies to the 
solicitation of stockholders’ votes for a 
plan of merger or like transaction which 
will involve the issuance or exchange of 
securities for value and the solicitation 
of such votes in my opinion is an “at- 
tempt .. . to dispose of . . . a security 
or interest in a security for value.” 


Moreover, in Section 3(a) (9) of the 
Act, the Congress expressly exempted 
exchanges by an issuer with its existing 
security holders where no remuneration 
is paid and in Section 3(a)(10) the 
Congress expressly exempted securities 
issued in exchange for outstanding se- 
curities, claims or property interests 
where the transaction has court ap- 
proval. Rule 133 cuts a broad swathe 
across both of these express exemp- 
tions, operating to exclude from the 
coverage of the registration provisions 
of the Act securities issued in exchanges 
or in reorganizations despite the fact 
that the conditions provided by the 
Congress for such exemptions are not 
satisfied and, to this extent, it is incon- 
sistent with the statute. Rule 133 does 
not purport to exempt from the anti- 
fraud provisions,®! and here, too, the 
Congress showed itself capable of stat: 
ing what exemptions it intended and 
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what it did not, as it specifically ex- 
empted a number of classes of securities 
from the registration but not the anti- 
fraud provisions.®* Moreover, the legis- 
lative history of Section 3(a) (10) shows 
that Congress contemplated that merg- 
ers, consolidations and reorganizations 
without judicial supervision should be 
subject to registration, a result directly 
contrary to that reached under Rule 
iS 

Rule 133 has the practical effect of 
adding a substantial category of trans- 
actions to those expressly exempted 
from the registration requirements. This 
is obviously unsound as a matter of 
statutory construction. The Congress 
did not give any power to the Commis- 
sion to add to the classes of securities 
exempted by the Act except in the nar- 
row area of issues the amount of which 
is “small”, and the character of the 
public offering of which is “limited.” 
Here, the Congress gave the Commission 
the power to prescribe classes of securi- 
ties which might be exempted on a 
finding by the Commission that enforce- 
ment of the registration provisions with 
respect to such classes of securities “is 
not necessary in the public interest and 
for the protection of investors.” The 
exemption granted by the Commission 
is subject to such rules and regulations 
and terms and conditions as the Com- 
mission may prescribe. Originally, the 
maximum amount of 
could be exempted under this provision 
was $100,000, which was enlarged to 
$300,000 by an amendment to the Act 
in 1945.84 

By concluding that Rule 133 is an 
unsound interpretation of the Act and 
that the Commission is under a duty to 
rescind it, I do not mean for a moment 
to suggest that an unreasonable addi- 
tional burden will be placed upon corpo- 
rations which are presently furnishing 
to their security holders the necessary 
information in connection with merg- 


securities that 
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ers, consolidations, reclassifications or 
transfers of assets. Rather, I believe that 
by developing a few variations in its 
present forms for registration under the 
Securities Act the Commission can adapt 
the material which is presently filed by 
corporations subject to the proxy rules 
under the Exchange Act to registration 
under the Securities Act and that this 
can be accomplished without any un- 
necessary or undue burden. True it is 
that the existing registration procedures 
were not designed with reference to the 
problems presented where stockholder 
consent to mergers, consolidations, re- 
classifications or transfers of assets is 
sought. But this is only because under 
Rule 133 registration has not been re- 
quired, and there is no reason why reg- 
istration forms cannot be developed for 
these purposes, which would put into 
effect procedures consistent with the 
statute. 

In the case of a merger or a consoli- 
dation, procedures could be devised 
under which the proxy statement re- 
quired of listed corporations under the 
statute when soliciting proxies or con- 
sents could be made to serve in effect 
as a registration statement under the 
Securities Act. In case the securities 
issued in the transaction were to be re- 
distributed to the public, such a proxy 
statement with appropriate supplements 
might be used as the prospectus to be 
delivered to persons to whom the securi- 
ties were offered in such redistribution. 

Reclassifications of securities would 
probably often be exempt under Section 
3(a)(9) as an exchange by an issuer 
with its own security holders, assum- 
ing that paid solicitors were not used, 
and in other cases where such a re- 
classification involved no material 
change in the rights of any security 
holders, it could perhaps be argued that 
security holders were not being asked 
to give up any value and that accord- 
ingly there was no sale. This, for ex- 
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ample, would certainly be true of the 
ordinary stock split or stock dividend. 
Where these exemptions were not avail- 
able, the proxy statement could be em- 
ployed as in the case of a merger or 
consolidation. The issue of securities in 
consideration for a transfer of corporate 
assets would present certain technical 
problems, but these do not appear to 
he a fatal objection to the employment, 
where necessary, of the same techniques 
suggested for the other categories of 


transactions. 


In these circumstances there would 
sot be any substantial additional burden 
on issuing corporations where these 
corporations were already subject to 
the proxy rules of the Commission, and 
corporations which are not presently 
subject to the proxy rules ought to be 
under a duty at least to furnish some- 
thing resembling a proxy statement to 
the stockholders whose approval they 
solicit. This result is clearly consistent 
with the underlying purpose of the Se- 
curities Act-—that investors, including 
stockholders. should not be solicited to 
acquire securities for value without dis- 
closure to them of material facts con- 
cerning the enterprise in which they are 
asked to invest. 


The Commission traditionally, and 
particularly since the enactment of the 
Administrative Procedure Act of 1946, 
has given full and ample opportunity 
for persons affected by its rules and 
regulations to present their views and 
participate in the rule-making function. 
Both corporations affected by proposed 
rules, their counsel, and investors and 
their representatives can thus give us 
the benefit of their experience and judg- 
ment. Investors have only recently had 
any substantial organized representa- 
tion. Securities analysts societies have 
recently been taking part in the rule- 
making process and we welcome their 
participation. Public hearings have 
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been held on the problem of Rule |33, 
Taking into consideration the legal 
problems involved, we have also en- 
gaged in correspondence and _ conifer- 
ences with representatives of the Ameri- 
can Bar Association and the Association 
of the Bar of the City of New York, 
and the Commission is available for any 
suggestions or comments which they 
and other professional and industry rep- 
resentatives may submit for the purpose 
of working out feasible procedures or 
statutory amendments to deal with this 
problem. But the Commission has not 
indicated, and I hope the Commission 
will never indicate, any desire to partici- 
pate in amending its rules or in recom. 
mending any legislative amendment to 
the Congress that would weaken or water 
down the registration provisions of the 
Act which I believe to be so vital to 
the public investor and the integrity of 
the capital markets in connection with 
the sale to the public of new issues of 
corporate securities. 

One of the dangers which in the com- 
ments submitted to the Commission by 
lawyers and industry organizations on 
this problem appears to be generally 
unrecognized is the question of the legal 
position in which corporations and their 
directors and officers would find them- 
selves in the event that a court, rather 
than the Commission, should hold Rule 
135 invalid. Years ago the Court of 
Appeals for the Ninth Circuit “without 
going into the matter” indicated appro- 
bation of the rule,*° but I wonder in 
the light of the application of the rule 
in the intervening years, particularly 
considering the recent abuses, and in 
the light of a full and careful legal 
analysis of the statutory foundation for 
the rule, whether a United States Court 
of Appeals today, or the Supreme Court 
of the United States, would stand for 
this doubtful construction of the basic 
statute intended by Congress for the 
protection of public investors. 
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Indeed, my premonitions in this re- 
card are fortified by the position taken 
by the spokesman for the Association 
of the Bar of the City of New York in 
ihe public hearing before the Commis- 
sion who based his argument against 
repeal of the rule not on its legal validity 
or soundness but on the fact that it was 
an interpretation of long standing, the 
rescission of which would be unsettling 
to business and which therefore should 
not be rescinded except by Act of the 
Congress. I find here a startling recog- 
nition, sub silentio, of the underlying 
legal difficulty with the rule as it now 
stands. I believe that the least unsettling 
eflect on business and the soundest ap- 
proach by the Commission charged with 
administering the statute would be to 
face the problem squarely and provide 
appropriate registration forms and pro- 
cedures for those transactions which 
the Securities Act by its terms and pur- 
pose requires to be registered. 

In this connection, | would like to say 
that the Congress placed upon the Com- 
mission a great responsibility when it 
entrusted to it the duty to make avail- 
able to the public the information nec- 
essary for the protection of the investors 
in all phases of the investment process 
—that is, in buying, holding for invest- 
ment or selling securities. 


Conclusion 
In conclusion, let me say that good 
accounting, auditing and reporting is 
the cornerstone of financial integrity. 
The requirements of the Securities and 


Highlights in Current Financial Reporting 





Exchange Commission under the Federal 
securities laws with respect to account- 
ing rules and independence have been 
of immense value to the profession, 
to industry and to the investing public. 
In 1936 the Commission said, “. . . 
The insistence of the Act [Securities 
Act of 1933] on a certification by 
an ‘independent’ accountant signifies 
the real function which certification 
should perform. That function is 
the submission to an independent and 
impartial mind of the accounting prac- 
tices and policies of registrants. The 
history of finance well illustrates the 
importance and need for submission to 
such impartial persons of the accounting 
practices and policies of the manage- 
ment to the end that present and pros- 
pective security holders will be protected 
against unsound accounting practices 
and procedures and will be afforded, as 
nearly as accounting conventions will 
permit, the truth about the financial 
condition of the enterprise which issues 
the securities . . .”°° Time and again 
we have reiterated this view and it is 
as true today as it was two decades ago. 
The enormous amounts of capital which 
American industry must raise in the se- 
curities markets in the years ahead can- 
not possibly be raised if the investing 
public does not have confidence in the 
integrity of the capital markets. Con- 
fidence in the integrity of the markets 
depends on the maintenance and con- 
tinued improvement of American ac- 
counting and auditing standards. 
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Rule 133 under the Securities Act. 


Act 


Release 3735, December 


The “no sale” theory was expressed as 
a footnote to Form E-1 under the Securi- 
ties Act from 1935 to 1947, when it was 
rescinded. It continued to be followed 
as an administrative policy until 1951, 
when it was adopted as a Commission 
rule (Securities Act Release 3420, Aug. 
2;4951). 

Securities Exchange Act 
5483, (April 8, 1957). 

In the case of SEC v. Micro-Moisture 
Controls Inc. the United States District 
Court for the Southern District of New 


Release No. 


28. 


29. 


30. 


32. 


34, 
35. 


York, when faced with a somewhat 
similar set of circumstances, concluded 
that Rule 133 is not applicable to an 
exchange of assets for stock which is “but 
a step in the major activity of selling 
the stock.” (CCH Fed. Securities Law 
Service, Par. 90, 804 (1957).) 


Compare the interpretive rules frequently 
issued by the Commissioner of Internal 
Revenue pursuant to Section 805 of the 
Internal Revenue Code, rule-making pro- 
visions of which are no broader in this 
regard than Section 19(a) of the Securi- 


ties Act. The authority of the Commis. 
sioner to adopt such rules has been 
upheld by the Supreme Court. (See 


Morrissey v. Commissioner, 296 U. S. 344 
(1935) and Helvering v. Wilshire Oil Co., 
308 U. S. 90 (1939).) 


Rule 133 might also be regarded as an 
exercise of the Commission’s power to 
define accounting, technical and_ trade 
terms. It is arguable, however, that the 
term “sale”, which is one of the basic 
legal terms clearly defined in Section 
2(3) of the Act, does not fall into the 
category of an accounting, technical or 
trade term. 

Section 2(3) of the Securities Act. 
Section 17. 

Section 3(a). 

H. Rep. No. 85, 73d Cong., Ist Sess. 
(1933), p. 16 states in part: “. . . This 
paragraph (Sec. 3(a) (10)) also exempts 
the distribution of securities during a 
bona fide reorganization of a corporation 
when such reorganization is carried on 


under the supervision of a court. Reor- 
ganizations carried out without such 
judicial supervision possess ll _ the 


dangers implicit in the issuance of new 
securities and are, therefore, not exempt 
from the Act. For the same reason the 
provision is not broad enough to include 
mergers or consolidations of corporations 
entered into without judicial supervision.” 
Section 3(b) of the Securities Act. 
National Supply Co. v. Leland Stanford, 
Jr., University, 134 F. 2(d) 689 (9th Cir., 
1943). 

In the Matter of Cornucopia Gold Mines, 
1 S. E. C. 364, 367 (1936). 
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New York State Tax 


Conducted by BENJAMIN Harrow, C.P.A. 


Real Estate Corporations—Penalties . 
ness Tax—Independent Agents. . 





Real Estate Corporations—Penalties 


The franchise tax return is due by 
March 1. An extension of time for 
filing the return will usually be granted 
on condition that a tentative report is 
filed on or before the due date ac- 
companied by the full amount of tax 
due. 

Our attention has been called to 
several cases where a tentative report 
was filed accompanied by a payment 
of $10.00, the minimum amount of tax 
due. In each case a penalty of 5% 
plus 1% a month was assessed against 
the corporation on the difference 
between the tax finally shown to be 
due and the estimated tax of $10.00 
submitted with the tentative return. 

When the Corporation Tax Bureau 
was asked why the penalty had been. as- 
sessed it replied that it was for failing 
to submit the proper remittance at the 
time of filing the tentative report. In 





BeNJAMIN Harrow, C.P.A. and mem- 
ber of the New York Bar, has been a 
member of our Society since 1928. 
Formerly a Professor of Law at St. 
John’s University, Mr. Harrow is a 
past vice-president of our Society. The 
committees of his present or past service, 
as member or chairman, include Federal 
Taxation, New York State Taxation and 
Estate Planning. He is engaged in prac- 
tice in New York City. 
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Forum 


. . Unincorporated Busi- 


. Income from Partnerships. 


one case the Bureau noted that the tax 
finally paid was approximately the same 
as for the previous year, implying that 
the corporation should have known that 
the final tax would exceed the amount 
remitted with the tentative return. 


Unincorporated Business Tax— 
Independent Agents 


One of our members asks our opinion 
as to the taxability under the unin- 
corporated business tax of a salesman 
under the following circumstances. The 
salesman is employed by a corporation 
on a commission basis. He is neither 
a stockholder nor an officer of the cor- 
poration. The corporation withholds 
from the salesman’s commission, social 
security taxes and income taxes. The 
salesman employs two individuals who 
help him and they are paid by the 
salesman out of the commissions he re- 
ceives. They have no employee status 
with the corporation. 

As an employee, an individual is not 
deemed engaged in an unincorporated 
business with respect to his compensa- 
tion for services as an employee and the 
law specifically so provides (Section 
386). But an independent agent may 
be carrying on an unincorporated busi- 
ness. The independent operation of an 
office and the method to be used by 
the agent in securing business will 
determine the agent’s taxability under 
the unincorporated business income tax. 
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One test is whether the agent is ac- 
countable to the employer both as to 
the method in which his affairs are car- 
ried on and the results obtained. If the 
employer controls the agent with re- 
spect to the method, and if the em- 
ployee performs his services in an office 
maintained entirely by the employer, 
the employee is not an independent 
agent taxable under the unincorporated 
business tax. The employment of as- 
sistants is usually a test of carrying on 
an unincorporated business. All these 
factors are weighed by the Commission 
to determine whether the taxpayer is an 
independent agent subject to the tax or 
merely an employee not subject to the 
tax. 

The same issue with the facts a little 
different was also submitted to us in 
another case. This was the case of a 
salesman who carried three different 
lines of three different manufacturers. 
The salesman operated from his home. 
He did have the assistance of a porter 
who carried his samples. No social se- 
curity or income taxes were withheld 
from his compensation, which was on 
a commission basis. In 1953 the law 
was amended and now provides that an 
individual is not subject to the unincor- 
porated business tax merely because he 
is employed by more than one employer. 

The tests to determine whether a tax- 
payer is an independent agent would 
apply in this case just as they would in 
the previous case. If this salesman is 
controlled by the employers as to the 
methods of operation and the results, 
he is not an independent agent and the 
compensation received by him would be 
exempt from the unincorporated busi- 
ness tax. In this case the employers ap- 
parently consider the taxpayer an in- 
dependent agent. He maintains an office 
in his home and employs an assistant. 
The Tax Commission would probably 
subject the income to the unincorpo- 
rated business tax. 
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Income from Partnerships 


Before 1954, under the federal law, the 
method of taxing income from partner. 
ships made it possible for more than a 
year’s income to be taxed in the final re. 
turn of a decedent. It was then held that 
the death of a partner terminated the 
partnership and, as a result, the final re. 
turn of a decedent partner could include 
as much as twenty-three months of part. 
nership income. That would be the case 
where the partner reported on a calen- 
dar-year basis, the partnership on the 
basis of a fiscal year ending January 
31, and the partner died at the end of 
December. The decedent’s final return 
would include the partnership income 
for the twelve months ending January 
31, and, in addition, the eleven-month 
period from February 1 to the date of 
death. To remedy this situation, the 
Internal Revenue Code of 1954 provides 
(Section 706(c)(2)) that the taxable 
year of a partnership with respect to a 
partner who dies shall not close prior 
to the end of the partnership’s taxable 
year. In the above example, the de- 
cedent’s return will now include the 
share of partnership income for the fis- 
cal year ending January 31, while the 
share of partnership income for the pe- 
riod from February 1 to the date of 
death will be taxable to the estate. 

The Code also provides that with re- 
spect to a partner who sells or ex: 
changes his entire interest in a partner- 
ship, or whose interest is liquidated, the 
taxable year of the partnership shall 
close. In these cases, more than twelve 
months of partnership income may be 
concentrated in one return of the 
partner. 

Effective July 1, 1957, the New York 
law has been changed to follow the 
Federal law (Section 364, as amended 
by L. 1957, c 372). Prior to the recent 
change the partnership’s fiscal year con- 
tinued in all cases. 
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Accounting at the SEC 


Conducted by Louis H. Rappaport, C.P.A. 


Transactions and Events Subsequent to the 
Statement Date 


One of the most troublesome aspects 
of a public accountant’s practice is the 
disclosure of events and_ transactions 
subsequent to the date of financial state- 
ments upon which he is reporting. An 
authoritative statement! on the subject 
was issued in 1954 by the AICPA Com- 
mittee on Auditing Procedure. The 
Committee pointed out that events or 
transactions, either extraordinary in 
character or of unusual importance, 
sometimes occur subsequent to the bal- 
ance sheet date which may have a ma- 
terial effect on the financial statements 
or which may be important in connec- 
tion with consideration of the  state- 
ments. Such events or transactions may 
require adjustment or annotation of 
the statements. Financial statements are 
not prepared in a vacuum, and if they 
are to serve a useful purpose, no one can 
argue with the foregoing generaliza- 
tions. The question for the practitioner 
to answer is how far he should go to see 
whether such an event or transaction has 
occurred. 


Louis H. Rappaport, C.P.A., @ partner 
in the firm of Lybrand, Ross Bros. & 
Montgomery, C.P.A.s, is the author of 
SEC AccounTING Practice AND PRo- 
CEDURE. 
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Applicable Auditing Procedures 


The Institute Committee stated its 
opinion that the auditor has no duty to 
extend the usual audit procedures to 
cover transactions of the subsequent 
period, as such, but it recognized that 
a well-conceived audit program relating 
to the period under examination will 
include: 


(a) Certain steps which ordinarily are 
carried out after the balance sheet date (such 
as cash cut-offs, review of subsequent collec- 
tions, and confirmation follow-ups) and 


(b) Certain general procedures which are 
designed to support an informed opinion on 
the financial statements (such as _ reading 
available minutes and interim reports, and 
discussions with management) which norm- 
ally are continued throughout the auditor’s 
examination. 


Types of Post-Balance Sheet Events 


The Institute Committee recognized 
three types of post-balance sheet events 
or transactions: 


1. Events of the first type directly affect 
the financial statements and should be recog- 
nized therein. Thus, if subsequent informa- 
tion is acquired in time to permit its use, if 
the information provides a basis for more 
accurate estimates or provisions, and if the 
information would have been used had it 


1. Statements on Auditing Procedure, No. 
25 (Oct., 1954). 
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Accounting at the SEC 


been available at the balance sheet date, ap- 
propriate adjustments should be made in the 
statements. 


2. Events of the second type have no direct 
effect on the statements and therefore do not 
require adjustment of the financial state- 
ments of prior periods, but their effects may 
be such that disclosure is advisable. Ex- 
amples are serious damage from fire or flood, 
or large capital issues. 


3. Events of the third type include non- 
accounting events such as war, management 
changes, loss of important customers, product 
changes, and strikes. Disclosure of such 
events frequently creates doubt as to the 
reason therefor, and inferences drawn could 
be misleading as often as they are informa- 
tive. 


The Committee believes that disclosure 
should be confined to those matters es- 
sential to proper interpretation of the 
financial statements. 


SEC Pronouncements 


The foregoing Institute bulletin is a 
relatively recent one. Prior to its issu- 
ance in 1954 the SEC expressed itself 
in a number of cases on the question of 
disclosure of events and _ transactions 
subsequent to the statement date. 


In Potrero Sugar Company * the Com- 
mission held that a financial statement 
was not misleading for failing to disclose 
subsequent cost increases in connection 
with settlement of a strike. | Substan- 
tially the same issue was discussed in 
Central Specialty Company * 


In Oklahoma Hotel Building Com- 
pany* the registrant had defaulted in 
the payment of interest after the date of 


ad 


5 SEC 982 (1939). 
3. 10 SEC 1102 (1942). 
4. 4 SEC 584 (1939). 
5. 15 SEC 20 (1943). 
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the balance sheet but before the date of 
the accountant’s certificate. The SEC 
held that the failure to disclose the de. 
fault was a material omission. The duty 
to disclose the default, said the SEC. 
rested both on accepted accounting 
standards and on the requirements of 
full disclosure under the Securities Act, 


Colorado Milling and Elevator Com. 
pany ® dealt with extraordinary transac- 
tions and events before and after the 
statement date. 


Adjustment of Accounts vs. Footnote 
Disclosure 


In March, 1951, a utility company 
filed its registration statement for an 
offer of common stock. The income 
statements for 1949 and 1950 included 
approximately $125,000 and $415,000 
($75,000 and $228,000 after taxes), re- 
spectively, and the balance sheet in- 
cluded a deferred credit for contingent 
revenues of approximately $412,000 
(equivalent to $227,000 after taxes) for 
revenues billed by the registrant pur- 
suant to a rate increase granted by the 
local regulatory commission. At the 
time of filing the United States Court of 
Appeals had affirmed the action of the 
United States District Court in vacating 
the regulatory commission’s order and 
had ordered amounts collected after a 
certain date impounded. The Court had 
ordered that the registrant refund to its 
customers all monies collected under 
the increased rates but had granted a 
stay of its judgment pending appeal to 
the Supreme Court. The above situa- 
tion was fully disclosed in the financial 
statements, and matters requiring 
amendment had been corrected to put 
the statement in final form. However, at 
about the time the registration state- 
ment was to become effective, the Su- 
preme Court refused to review the Ap- 
pellate Court’s findings that the order 
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of the local regulatory commission be 
vacated. The registrant and its account- 
ants then proposed to expand the foot- 
note describing the litigation to explain 
the effect of the Supreme Court’s ac- 
tion but without eliminating from the 
income statements the revenues then to 
be refunded or correcting the balance 
sheet to show the liability for the or- 
dered refund. The registrant was re- 
quested by the SEC’s staff, however, to 
adjust the income statements and _bal- 
ance sheet in respect of the refundable 
amounts, since under the circumstances 
no accounting justification then existed 
for including in the income statements 
amounts which clearly were not proper 
revenue items and for failing to show 
the proper current liabilities. The state- 
ments were amended as requested by 


the SEC.® 


A registrant engaged in the liquor 
business included in its annual report 
to the SEC, as a note to the financial 
statements, a disclosure that, within the 
month subsequent to the balance sheet 
date, settlement in a substantial amount 
had been made in respect of claims 
against it relating to its sale several 
years before of investments in certain 
companies. The accountants’ opinion 
covering the financial statement was 
signed approximately seven weeks after 
the settlement date. On the basis that 
the accountants had knowledge of the 
final status of the claims prior to the 
signing of their opinion, the Division of 
Corporation Finance requested and ob- 
tained the filing of revised financial 
statements reflecting the settlement.‘ 


The preceding paragraph relates to 
an annual report filed with SEC. Pre- 
sumably the point involved would be 


6. 17 SEC Ann. Rep. 16 (1951). 
7. 18 SEC Ann. Rep. 33 (1952). 
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even more applicable in the case of a 
filing of a registration statement. 


Method of Disclosure of Subsequent 
Events 


As a part of their examination, pub- 
lic accountants are concerned with 
events and transactions subsequent to 
the date of the financial statements they 
certify. While many accountants in- 
corporate such events and transactions 
in the statements or the footnotes, other 
accountants go to great lengths to dis- 
tinguish between those events and 
transactions occurring between the date 
of the balance sheet and the date of 
their certificate, and those subsequent to 
the date of their certificate. The follow- 
ing note appearing in the financial state- 
ments in a prospectus filed with SEC 
shows how one accountant disclosed 
events and transactions subsequent to 
the statement date. 


NOTE 15. EVENTS SUBSEQUENT 
TO DECEMBER 31, 19 © : 


To Date oF OPINION OF INDEPENDENT PuBLic 
ACCOUNTANTS Fepruary 23, 19 


The Corporation acquired on January 3, 
19 , pursuant to an exchange offer agree- 
ment of November 23, 19 , certain shares 
of preferred and common stocks of (Com- 
pany A) by the issuance of shares 
of a new series of Cumulative Preferred 
Stock, entitled $5 Dividend Series B 19 
having a stated value of $100 per share, and 

shares of Common Stock. Subse- 
quent to consummation of said agreement, or 
on or about January 26, 19 additional 
shares of (Company A) common stock were 
acquired by a cash payment of $ : 
so that at February 23, 19 the minority 
interest in (Company A) amounted to ap- 
proximately %. (See comment (i) be- 
low.) 


On February 23, 19  , an exchange offer 
agreement was entered into with the stock- 
holders and certain noteholders of (Company 
B) by which the Corporation would acquire 
(a) all of the outstanding stock of that com- 
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pany by the subsequent issuance of 

shares of Common Stock, and (b) $ 
principal amount of the 4% promissory notes 
of that company by the subsequent issuance 
of shares of a new series of 
Cumulative Preferred stock, entitled $3 Divi- 
dend Series A 19 having a stated value 
of $100 per share. (See comment (ii) be- 
low.) 


AFTER DATE OF OPINION OF INDEPENDENT 


Pusiic ACCOUNTANTS 


(i) After February 23, 19 and on or 
about March 3 and April 1, 19, additional 
shares of preferred stock and common stock 
of (Company A) were acquired by the Cor- 
poration, resulting in the issuance by the 
Corporation of shares of Cumula- 
tive Preferred Stock, $5 Dividend Series B 
19 and shares of Common Stock. 
The aggregate value of the investment of the 
Corporation in (Company A), as determined 
by the Board of Directors for all shares of 
stock of the Corporation issued and cash 
paid, amounted to $ 


(ii) The issuance and delivery of (a) 
the shares of Common Stock in ex- 
change for all of the outstanding stock of 
(Company B) and (b) the shares 
of Cumulative Preferred Stock, $5 Dividend 
Series A 19 having a stated value of 
$100 per share, in exchange for the above 
mentioned promissory notes of said company 
was made on March 7, 19 The aggre- 
gate value of this investment and the notes 
receivable acquired, as determined by the 
Board of Directors of the Corporation for 
shares of stock issued, was $ 


(iii) At the annual stockholders meeting 
on April 26, 19 , the stockholders approved: 


(a) An increase in the authorized number 
of shares of Preferred Stock, without 


par value, from to 

(b) The stock option agreements, dated 
December 29, 19 (referred to in the 
last paragraph of Note above.) 


(c) The employees stock option or pur- 
chase plan previously approved by the 
stockholders in 19 under which 
additional stock options may be 
granted. 
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(iv) The exchange was made on April 28. 
19 of the remaining retained shares of 
(Company C) (referred to in the second 
paragraph of Note above) by the issu. 
ance of shares of Common Stock 
of the Corporation. 


(v) Events subsequent to February 23, 19 
referred: to in various sections of the Pro. 
spectus: 


(a) Offer to stockholders of various series 
of outstanding Preferred Stocks to ex. 
change such Stocks for shares of a new 
series of Cumulative Preferred Stock, 
the expected redemption of remaining 
Preferred Stocks not exchanged, and 
the borrowing restrictions effected by, 
and the sinking fund benefits of, the 
new series—refer to “Exchange Offer” 
and “Description of Preferred Stock” 
in the Prospectus. 


(b) Arrangements for new long-term bor- 
rowing by the Corporation involving 
further or different restrictions from 
those described in Note above on 
dividends and other distributions on 
and purchases and other acquisitions 
of capital stock and certain investments 

refer to “Purpose of Financing”, and 
“Dividend Rights and _ Restrictions” 
under “Description of Preferred Stock” 
in the Prospectus. 


Dating of Certificate 


Other accountants believe that there 
is little to be said in favor of classifying 
footnote information along the lines indi- 
cated in the preceding example. These 
accountants believe that, since the finan- 
cial statements are management’s repre- 
sentations, the information in footnotes 
should be in the form that would be 
used by management, and, accordingly, 
there should be no distinction as to 
events and transactions which occurred 
before or after the date of the account- 
ants’ report. 


These accountants prefer to retain as 
the date of their report the date on 
which they originally formed their opin- 
ion on the financial statements. They 


November 





tio 


to 


1957 


Accounting at the SEC 
may be troubled, however, by the fact Statements as to which the date is April 
* that while the report is dated, say Febru- 10,19  .” It seems to this writer that 
a ary 15, the information in the footnotes some accountants are needlessly dis- 
issu- may speak as of a later date, say April turbed by this apparent conflict of 
tock 10. They overcome this difficulty by dates. In view of the necessity of keep- 
dating their certificate in the registra- ing in touch with the financial affairs 
19 tion statement as follows: “February 15, of the client after the filing date, the 
Pro- 19 except as to the matter referred writer would not hesitate, in the ordi- 
to in Note of the Notes to Financial nary case, to up-date the certificate. 
eries SS 
») @X- 
new College Preparation 
- In spite of the fact that a very large number of graduates do not pass 
a the [CPA] examination on their first attempt, some graduates are able to 
| by, pass and to do so with high marks. The number of these varies widely 
the from school to school. This difference in performance is found also in the 
ffer” performance of college students on the objective tests developed by the 
ock” Institute’s Committee on Accounting Personnel. Studies of results on these 
tests show that even the poorest student in some schools performed better 
heal than the average student in other schools, and that the variation between 
ving schools is extremely wide. 
from It is not too surprising that at the present time a large number of college 
e on graduates who have majored in accounting not only fail to pass the CPA 
5 on examination on their first attempt, but make very low grades. This indi- 
tions cates that the minimum standard for graduation is below that of the 
— examination. 
fe There is one feature about which there seems little doubt. Most of the 
rock” colleges are attempting to do a dual job, if not a triple job. First, they are 
offering accounting as general service courses to all students in business 
administration. Also, many individuals take a major in accounting who 
do not expect to enter any field of accounting. Second, colleges are at- 
tempting to train individuals who expect to enter private accounting, gov- 
ernmental accounting and public accounting; usually using the same 
here instructional methods and curricula for all groups. While this may be 
ying entirely feasible and may be the best possible method, present evidence of 
indi- performance on the CPA examination raises a serious doubt as to the effec- 
‘hese tiveness of this general mixture of students and objectives. Third, the 
nan: colleges are attempting, and perhaps quite properly, to give their graduates 
epre- a broad training in business administration. They, therefore, restrict the 
notes amount of accounting which can be taken in the undergraduate pro- 
d be gram. 
ngly, Possibly another explanation of the wide disparity between the level 
s to of knowledge and ability of many college graduates and the requirements 
irred of the CPA examination is to be found in the sequence and emphasis of 
amt courses. In the area of auditing, a number of schools offer a one semes- 
ter course which probably is not on a level comparable with the responsi- 
bility assumed by a man who is holding himself out as an independent 
in as practitioner. Income taxation may be in the same position in many schools, 
apt since only one course is offered. That amount of instruction probably is 
opin- inadequate as training for the practitioner who must have a reasonable 
pe knowledge of taxation. 
They INFORMATION For CPA Canpiwates, AICPA, 1954 
“amber 1957 785 

















Conducted by Max Brock, C.P.A. 


Relieving the Overburdened Practitioner . 


Administration of a CPA Practice 


. Gait “Dax ales... . 


Tax Return Review and Annual Report Review . . . Practitioners’ 


Disability Policies 


Relieving the Overburdened 

Practitioner 

The following items comprise the first 
group of practical aids received in re- 
sponse to our request for ideas on reliev- 
ing the overburdened practitioner. 

Review of workpapers and reports. 
A major portion of this work can be 
done by a trained staff member, thereby 
leaving to partners a minimum of re- 
view. “A young CPA with a good 
theoretical background can be developed 
in two years or so to provide much 
assistance with the partner’s supervisory 
and review duties. The use of one re- 
viewer assisting two or three partners 
will also result in greater uniformity in 
the firm’s reports, workpapers, etc.” 

Editor's Note. Partners’ supervisory 
responsibility cannot be delegated en- 
tirely. The Interstate Hosiery Mills 
matter of about ten years ago high- 
lighted this point. 

Extended use of the telephone. 





Max Biock, C.P.A. (N.Y., Pa.), is a 
former chairman of the Committee on 
Administration of Accountant's Prac- 
tice of the New York State Society of 
Certified Public Accountants. He is a 
lecturer at The City College of New 
York in the graduate course on Ac- 
counting Practice. Mr. Block is a 
member of the firm of Anchin, Block 


& Anchin. 
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Eliminate the title “Balance Sheet’’? 


consideration should be given to the use 
of the telephone, wherever possible, as 
a substitute for personal visits. Some 
personal visits and conferences must, of 
course, be held. However, if the tele- 
phone is used every second or third 
time, a considerable saving in travel and 
other time will result without a loss of 
personal client relationship.” 

Editor's Note. If you get clients to 
call at your office you also save travel 
time. This arrangement has _psycho- 
logical advantages for the accountant. 
Further, conference time can be reduced 
if excessive and unnecessary talk is 
eliminated or minimized. 

Use of handwritten duplicate * memo 
forms. A carbonized duplicate form 
should be utilized for pencil written 
memos to other partners and staff, in- 
stead of dictating them. or writing only 
one copy. The partner keeps the carbon 
copy on his desk as a follow-up and 
reply reminder. 

Editor's Note. Standard duplicate 
carbonized forms, in pads, can be pur- 
chased. Some of the printed forms pro- 
vide space for a reply when that is re- 
quired. 

Other “burden relievers” will be pub- 
lished as received. Contributions from 
practitioners will be very welcome. 


Gift Tax Files 


Income tax files have been written up 
but very little has been done about gift 
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tax files. Yet, gift tax files must be 
preserved for a lifetime whereas most 
income tax data has a relatively short- 
life term. 

A separate file should be maintained 
for gift tax returns. Therein should be 
kept copies of the donor’s return and 
of the related donees’ returns. In addi- 
tion a lifetime summary schedule should 
be maintained which will disclose at a 
glance, as a minimum, the exemption 
status of each spouse, adjusted as neces- 
sary to reflect tax examination changes. 
The file should also include all data 
necessary to support the valuations 
placed on the gifts, for examination pur- 
poses, and copies of Treasury Depart- 
ment reports. If obtainable, a record 
of the cost basis of each gift should 
be attached to the pertinent return be- 
cause such data is required by the donee 
for tax purposes in the event of sale 
or exchange and, in some cases, if 
worthlessness develops. 

Tax Return Review and Annual 

Report Review 

Annual financial statements are not 
final until the pertinent income tax re- 
turns are reviewed and, conversely, the 
review of tax returns require reference 
to the annual report. This is necessary 
to insure the correctness of the income 
tax accrual. The two reviews in many 
instances are not made by the same 
person. Which should be done first and 
how does one reviewer communicate to 
the other that he has completed his 
review ? 

No doubt, many diverse procedures 
are in use, none of which is most satis- 
factory at all times, yet most of them are 
probably practical and reasonably satis- 
factory. One system in use involves a 
form which is filled out by the tax re- 
viewer and attached to the report draft 
indicating that the income tax provision 
on the balance sheet and the income 
statement is satisfactory. In this in- 
stance, obviously, the tax reviewer gets 


1957 


Administration of a CPA Practice 


the report and work papers first. 
Descriptions of other procedures used 
are solicited and will be published. 


Practitioners’ Disability Policies 


In Revenue Ruling 55-264, CB1955- 
1, 11, the Treasury ruled that premiums 
paid for policies reimbursing a profes- 
sional man for overhead expenses while 
he’s disabled are deductible but the pro- 
ceeds of such insurance constitute tax- 
able income. The idea of taking out a 
disability policy to recoup overhead is 
perhaps strange to practitioners and not 
sufficiently advertised by insurance com- 
panies. Whether the proceeds are used 
for office overhead, or to pay for medi- 
cal and other costs, does not particu- 
larly matter as a general rule, though 
non-overhead proceeds are tax free. 

Practitioners who would like the tax 
deduction each year and speculate on 
the tax on the proceeds should inquire 
about “Fixed Expense Disability Policy” 
or “Overhead Expense Disability Poli- 
cy” or “Business Expense Disability 
Policy”, all of which accomplish the 
same objective. 


Eliminate the Title “Balance Sheet’? 


Accounting Trends and Techniques 
(AICPA), published in October 1957, 
discloses that an increasing number of 
listed companies discarded the title 
“Balance Sheet.” which conveys no 
meaning to the laity, and replaced it 
with “Financial Position” or “Financial 
Condition.” The new terms are cer- 
tainly more meaningful, despite limita- 
tions therein that might be pointed out. 
and the change is recommended to all 
practitioners for early implementation. 

If the phrase “as of the close of busi- 
ness on” were placed before the date it 
would highlight the fact that the data 
is as of a certain moment, thereby con- 
veying more adequately the idea that 
the statement has a transitory nature. 
Comments on this aspect will be wel- 
come. 
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Payroll Tax Notes 


Ress 


Conducted by SAMUEL S. 


Unemployment Insurance Experience Rating 


The question arises among practi- 
tioners as to what can be done to cut an 
employer’s unemployment insurance tax 
rate or to prevent unnecessary increases. 

The New York State Unemployment 
Insurance Law provides for reduced tax 
rates for qualified employers. For the 
year 1957 the rates range from 0.8 per 
cent to 3.0 per cent of taxable payroll. 
It is contemplated that the rates for next 
year will have a similar range. Newly 
liable employers are required to pay at 
the rate of 2.7 per cent until they be- 
come qualified to participate in experi- 
ence rating. 

A “qualified employer” is one who 
has been covered by the law for 5 cal- 
endar quarters immediately preceding 
the “computation date”—July 1—of any 
year, and, on or before September 30th 
following the computation date, must 
have filed all contribution reports due 
for all calendar quarters immediately 
preceding such computation date. In 
addition the employer must have paid 
some remuneration to employees in the 
fiscal year immediately preceding the 





SamuEL S. Ress, an Associate Member 
of our Society since 1936, is a member 
of the New York and Massachusetts 
Bar. He is engaged in public practice 
in his own office in New York City 
specializing in payroll taxation and 
labor-management matters. 

Dr. Ress is a member of the Society’s 
Committee on New York State Taxation 
and Chairman of its Subcommittee on 
Unemployment Insurance. 
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computation date. The fiscal year is the 
period beginning July 1, 1956 and end- 
ing June 30, 1957 for employers entitled 
to experience rating for the calendar 
year beginning January 1, 1958. 

An employer who has had any nega- 
tive balance in his individual employer's 
account resulting from benefit charges 
exceeding contribution credits (trans- 
ferred as a charge to the general ac- 
count established under the provisions 
of the law, within the 12 consecutive 
calendar quarters immediately preced- 
ing the computation date), is assigned 
the maximum rate for a_ three-year 
period regardless of how small the nega- 
tive balance may have been. Any em- 
ployer who had a negative balance in 
his unemployment insurance individual 
account during any calendar quarter 
during the period July 1, 1956 through 
June 30, 1957, will be required to pay 
unemployment insurance taxes at the 2.7 
maximum rate on his payrolls for the 
years 1958, 1959 and 1960, plus what- 
ever rate is imposed upon all employers 
for subsidiary contributions to the fund, 
amounting to 0.3 per cent for 1957. 

It is expected that there will be a 
similar subsidiary contribution assess- 
ment for the year 1958. The subsidiary 
contribution paid by an employer is 
credited to the general account and not 
to the individual employer’s account. 
The result of this procedure is that an 
employer cannot get credit for rate re- 
duction or for preventing an overdraft 
it is excessive. Appropriate action can 
against his individual account where 
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Payroll Tax Notes 


henefit charges exceed credits for con- 
tributions at experience rates. For 
example. an employer whose experi- 
ence rating entitles him to a 2.1 per 
cent tax rate for 1957 plus the 0.3 per 
cent subsidiary contribution on a 
$100,000 taxable payroll, remits $2,400 
to the unemployment insurance fund; 
only $2.100 will be credited to his indi- 
vidual account and $300 will be credited 
to the general account. Even though a 
negative balance could have been pre- 
vented by giving the employer full 
credit, for experience rating purposes, 
of the actual $2,400 payment, the em- 
ployer will be required to pay contribu- 
tions at maximum rates for the follow- 
ing three-year period. It appears that 
this inequitable situation should be cor- 
rected by an amendment to the law 
which will give employers experience 
rating credit for subsidiary contribu- 
tions paid. 

An employer’s experience rate is de- 
rived from four factors which, added 
together, make up the employer’s ex- 
perience factor. The employer’s benefit 
factor, and his quarterly, annual and age 
factors are all subject to various degrees 
of control which when properly exer- 
cised will result in the lowest possible 
experience rate. Establishment of joint 
accounts may be advisable. 

The weightiest of the four factors is 
the benefit factor, from which from 0 to 
16 points may be obtained. Each of the 
other factors provides from 0 to 2 
points. The installation of an appro- 
priate tax rate control system is directed 
at establishing records and procedures 
designed to get the maximum number of 
points for each of the factors with spe- 
cial emphasis on the benefit factor. 

Payroll tax rate controls require spe- 
cial treatment. The checking and _ re- 
view of the unemployment insurance rate 
assigned to an employer may show that 
itis excessive. Appropriate action can 
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be taken to have it reduced. Under an 
amendment to the law which became 
effective July 1, 1956, corrections and 
modifications of an employer’s payroll, 
remuneration paid by him, experience 
rating charges made to his account, or 
any other factor which affects his ex- 
perience factor, may be taken into ac- 
count for the purpose of having his 
experience rate redetermined before the 
expiration of two years following the 
effective date. That means that rates 
erroneously computed for the year 1957 
may be corrected prior to January 1, 
1959, even though the result would be 
a reduction in rate. 

A benefit control system to prevent 
improper benefit charges to the indi- 
vidual employer account should be estab- 
lished. Checking and follow-up of for- 
mer employee unemployment insurance 
claims and benefit payments are _re- 
quired in order to determine whether or 
not they are being paid in accordance 
with the law. The weekly benefit charge 
statement submitted by the State to the 
employer should be checked regularly 
and analyzed in order to determine 
whether the benefit payments have been 
properly charged to the employer’s ac- 
count. From that statement it may also 
be determined whether or not certain 
henefit claimants who may have been 
entitled to benefits originally, may now 
he found ineligible because of a with- 
drawal from the labor market or for 
some of the many other reasons set forth 
in the law. In order to continue collect- 
ing benefits lawfully, the recipient is re- 
quired to show that he continues readv. 
able, willing to work and is actively 
seeking suitable employment for which 
he is fitted by reason of his training and 
experience, after taking into considera- 
tion current labor market conditions 
and those types of employment set forth 
in the law which he may refuse, if of- 
fered to him. 
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Federal Income Tax Notes 


Conducted by RicHarp S. Hetstern, C.P.A. 


Timeliness of Claim for Refund. 





Insurance on Lives of Stockholders 


In what may turn out to be a leading 
case, the Court of Appeals for the 
Second Circuit reversed the Tax Court 
in the case of Oreste Casale, which had 
held that the 98-percent stockholder was 
chargeable with a dividend by reason of 
the corporate payment of a premium 
on a combination life insurance-annuity 
policy issued on the individual’s life. 

The Second Circuit emphasized the 
pivotal fact that the policy constituted 
a corporate asset in every sense of the 
word (the Tax Court having found as 
a fact that the corporation pessessed 
all of the incidents of ownership in the 





RicHarD S. Hetstetn, C.P.A., has been 
a member of our Society since 1940. He 
has been a member of the Committee on 
Federal Taxation, as well as various 
other committees. He is presently a 
member of the Committee on Publica- 
tions. 


Mr. Helstein has contributed to account- 
ing and other publications, and deliv- 
ered addresses before our Society and 
other professional societies. He is asso- 
ciated with J. K. Lasser & Co. 
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Insurance on Lives of Stockholders. . 
for Sales Price of Stock . . . Amortization of a Leasehold . . . Notes 
Receivable: Payment or Evidence of Indebtedness. . 
Corporation Expenditures Taxed to Sole Stockholder . . 
Business Cannot Give Rise to a Net Operating Loss Deduction .. . 


. Travel Expenses... Distribution 


. Non-Deductible 
. An Inactive 


policy and was the sole beneficiary 
thereof). In the event of insolvency. 
the Court pointed out, corporate credi- 
tors would be able to reach the policy 
as they might any other asset. It stated 
that the taxpayer-stockholder would at 
most have an unsecured claim under 
his deferred - compensation — contract, 
which the policy was intended to fund, 
and would share prorata in, or might 
even be subordinated to, the claims of 
other creditors. , 

In concluding his opinion, Judge 
Hincks stated that no case or legislative 
provision had been brought to the 
Court’s attention in support of the 
Commissioner’s contention that the en- 
tity of a corporation actively engaged 
in business might be disregarded for 
tax purposes merely because it is wholly 
owned or controlled by a single person. 
(Oreste Casale v. Com. CA-2, 9/5/57) 

There is still on appeal to the First 
Circuit the case of Henry E. Prunier 
(28 TC__No. 4, 1957) which was pre- 
viously reported (NYCPA Vol. XXVII 
No. 6, page 425). To the extent that 
the Tax Court’s decision in that case 
rests upon its holding in the Casale case, 
it would appear to be untenable. In 


November 











the 


Tr: 


age 
the 
nes 
cov 


ap} 


emp 
ance 


1957 





ficiary 
vency. 
credi- 
policy 
stated 
uld at 
under 
ntract. 
fund. 
might 
ms of 


Judge 
slative 
» the 
f the 
1e en: 
gaged 
d for 
vholly 
erson. 
9/57) 
First 
“unler 
$ pre- 
XVII 
t that 
case 
case. 


In 


omber 





Prunier, however, the corporation was 
neither the beneficiary nor the owner 
of the policies, so that the principal 
arguments of the Court of Appeals in 
Casale would probably not be pertinent 
to Prunier. 

In any event, the opinion of the 
Court of Appeals in the Casale case 
should enable closely-held corporations 
to avail themselves of life insurance for 
funding deferred-compensation agree- 
ments or arrangements for the redemp- 
tion of a deceased stockholder’s interest, 
without encountering any adverse in- 
come tax consequences by reason of 
corporate premium payments. How- 
ever, in order to come within the scope 
of the Casale decision the corporation 
should be named the beneficiary of the 
policy and should be vested with all of 
the incidents of ownership therein. 


Travel Expenses 


Where a taxpayer receives a flat mile- 
age allowance from his employer for 
the use of his own automobile in busi- 
ness, that allowance is presumed to 
cover reimbursement for that portion 
of the depreciation of the car which is 
applicable to business use. 

Thus, where a taxpayer received such 
an allowance, reported it as gross in- 
come, and deducted the exact amount 
as travel expense, he was not entitled to 
an additional depreciation allowance 
unless he could prove either that the 
allowance did not cover depreciation, 
or that his travel expenses plus depre- 
ciation exceeded the allowance. (Walter 
|. Geer 28 TC__No. 112). 

It would appear most important, 
particularly in view of the present 
Treasury policy in connection with 
“business expenses,” that in any case 
of flat allowances, whether for travel or 
for any other business expense, the 
employer clearly define what such allow- 
ance is to cover. 
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Distribution for Sales Price of Stock 


The taxpayers, husband and wife, sold. 
as at April 30, 1943, all of the stock in 
a corporation jointly owned by them 
under the community property laws of 
Louisiana. The price was the net worth 
of the business on that date, as set forth 
on a statement of a certified public 
accountant. The price was determined 
on May 28, 1943 in accordance with 
the accountant’s work sheets, and a 
formal report was submitted June 1, 
1943. From April 30 on, the purchasers 
were in control of the business although 
the sellers retained ownership of the 
stock until June 30, 1943. 

After April 30, a check of the corpo- 
ration was issued to the: sellers, and 
subsequently certain assets of the cor- 
poration including U.S. Bonds, listed 
stock and certain accounts and _ notes 
receivable were transferred to the sellers. 
These receipts were treated as payments 
on account of the sales price of the 
stock. 

The Service maintained that these re- 
ceipts were dividends and the District 
Court agreed. However, the Fifth Cir- 
cuit Court of Appeals reverses. The 
purchasers were the beneficial owners of 
the stock from April 30, 1943, and if 
a dividend had been distributed after 
that date, it would have accrued to the 
purchasers. Since ownership of the 
assets vested in the purchasers on April 
30, the transfer of the assets was merely 
made in lieu of paying their value to 
the sellers. (Mayer v. Donnelly, CA-5, 
8/13/57). 


Amortization of a Leasehold 


Where a taxpayer acquired a leasehold 
on property, including a building for 
99 years, with options to terminate at 
the end of 25, 50 and 75 years, the 
leasehold must be written off over the 
full 99 year period. 
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Even though the building had a life 
expectancy of less than 99 years, the 
Tax Court held that the taxpayer had 
no depreciable interest in the building 
as such, since it was not erected by the 
lessee. 

Neither are the options to terminate 
controlling in determining a_ shorter 
period over which to amortize the lease- 


hold (David Dab 28 TC_—103). 


Notes Receivable: Payment or 
Evidence of Indebtedness 


The taxpayer received an unsecured, 
non-interest bearing note from a maker, 
who was without funds at the time of 
issuance, in return for services per- 
formed. The taxpayer attempted but 
was unable to sell the note. 


The note did not constitute income in 
the year received because it was not 
issued in payment of indebtedness, but 
as evidence of it. And even if it had 
been issued in “payment”, it had zero 
fair market value. (Jay W. Williams 28 
TC__No. 114). 


Non-Deductible Corporation Expendi- 
tures Taxed to Sole Stockholder 


Where the Tax Court found that the 
activities of a wholly-owned corporation 
did not constitute the carrying on of a 
trade or business, but were attributable 
to the personal hobby of the sole stock- 
holder, the expenditures involved were 
not only disallowed as deductions to the 
corporation, but were also taxed as divi- 


dends to the sole stockholder (America 
Properties, Inc. 28 TC No. 127). 


An Inactive Business Cannot Give Ris¢ 
to a Net Operating Loss Deduciion 
Where a taxpayer merely maintained 

a place of business, paying rent and 

other expenses, holding and returning 

stock in trade previously acquired, bu 
making no sales pending the obtaining 
of a license, the loss incurred was no 

“attributable to the operation of a trad 

or business regularly carried on by thé 

taxpayer” (Sec. 122(d)(5) IRC 1939 

and Sec. 172(d) (4) IRC 1954). 

As a result, in the following year 
after a license was obtained and profi 
were made, the taxpayer was not entitled 
to a net operating loss deduction. (T. E 
Penton y. U.S.A., U.S.D.C. East. Dist 
Tenn. 7/1/57). 

The Court reasons that the expense 
were not incurred during liquidation o 
the business (Cf. Robert C. Duff 23 BT! 
1343 (1931) and since the busines 
could not legally be operating withou 
a license, the expenses were capital in 
vestment. 


Timeliness of Claim for Refund 


Where no return was filed on the dug 
date, but more than three years atte 
such date, a delinquent return was filed 
in an effort to recover taxes withheld 
and paid as estimated taxes, such retum 
is an untimely claim for refund unde 
both Sec. 322(b) IRC 1939 and See 
6511, IRC 1954 (Rev. Rul. 57-354, IRB 
1957-31, 43). 
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